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THE PRESIDENT’S PAGE 


7 INSTITUTE OF INTERNAL AupiTors this year reaches another im- 
portant milestone. Our INstiruTe, which was organized in New York 
City in 1941, is celebrating its twentieth anniversary. 

During the past twenty years, we have witnessed a gradual but signi- 
ficant broadening of the scope and objectives of internal auditing. No 
longer concerned exclusively with fraud and clerical errors, we are today 
devoting our efforts toward providing management with assistance in opera- 
ting a successful, profitable business. Internal auditing in most firms has 
been accepted as an integral part of management. 

This widespread acceptance may lead some of us to believe that our own 
audit program is entirely satisfactory—that there is little, if any, room 
for improvement. Nothing could be further from the truth. We cannot run 
the risk of becoming complacent. Business organizations are in a constant 
state of change, and internal audit programs must keep abreast. All of us 
must constantly seek ways to improve our audit coverage and thus fulfill 
our obligation to management. On top of that, we must continually evaluate 
our own efforts, that is, weigh the cost of auditing against the value of its 
performance. 

What can we do? I can think of at least two ways to keep abreast of 
the latest developments in internal auditing and be prepared to meet 
changes as they occur. 

First, attend and take an active part in the Annual Conferences, 
Regional Conferences, Internal Auditing Seminars, and Chapter Meet- 
ings of THe INSTITUTE. 

Second, study carefully and make constructive use of the Research 
Bulletins, articles in THE INTERNAL AUDITOR, and other printed 
material published by Tue INstiTUTE. 

Only by constantly improving our audit programs and upgrading the 


quality of our audit staffs can we be assured of our continuing growth and 


C. C. Stan 


status as a profession. 











AUTHORS AND ARTICLES 





APPRAISING INTERNAL CONTROLS 


What is internal control? Some think it applies only to audit of account- 
ing records ; some feel it is a purely negative, restrictive force. The author 
feels “it is a vital organism which in many respects should function in all 
components of a business enterprise . . . similarly to the nerve system of the 
human body.” This article provides a thought-provoking discussion of the 
nature of internal controls, the need for appraisal of controls, who should 
perform the appraisal and what the scope should be, and the problems that 
lie ahead in the face of the growing complexity of business and the in 
creased use of automation. 


Allen O. Hinkle is General Auditor, Humble Oil and Refining Com- 
pany. In this position he is responsible for the over-all coordination and 
planning of the company’s internal audit work and the development of com- 
pany internal control policies. He is a graduate of the University of Texas 
and a CPA in that state. Mr. Hinkle is a member of the Ainerican Institute 
of CPAs, the Texas Society of CPAs and is a member of the board of 
directors of THe INstirUTE oF INTERNAL AvupiTors and past president of 
Houston Chapter. 


FRAUD CONTROLS 


Employee thefts amount to over one billion dollars per year; losses to 
professional criminals through thefts and burglaries are less than half that 
amount. What should be done? “In my opinion, the most effective deterrent 
against employee theft is a comprehensive, properly administered system 
of internal control.” The author goes on to discuss elements of control and 
the techniques to be employed in a review of internal control. Included in 
this article are some observations made by Price, Waterhouse after it had 
made a study of a number of fraud cases and a description of some actual 


cases. 


Paul W. Hillier, Jr. is an audit manager with Price, Waterhouse & Co. 
in the Dallas office. Mr. Hillier received his BBA degree from the Univers- 
ity of Pittsburgh and is a member of the American Institute of CPAs, the 
Petroleum Accountants Society of Dallas, and has been active in the pro- 
fessional development program of the Texas Society of CPAs. 
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Authors and Articles 


INTERNAL AUDIT—PRAISE AND CRITICISM 


Internal audit has been established in the federal government for over 
twenty-five years. In those years it has come a long way from the purely 
financial audit to the operational phase. But is internal audit moving as fast 
as it should in the face of the ever-growing complexities of modern business 
and government? Is enough attention paid to obtaining people with the 
proper qualifications for the expanded scope of internal audit? The author 
says no and provides a thoughtful discussion of the qualifications needed by 
internal auditors if they are to be able to provide most help to management. 


Ralph S. Roberts is Deputy Assistant Secretary for Management, De- 
partment of State. He has been in government service since 1928, serving 
in various agencies, and has long been associated with the government’s 
expanded audit programs. Mr. Roberts received the Department of Agri- 
culture Distinguished Service Award in 1954 and the National Civil Service 
League 1961 Career Service Award. He is a graduate of George Washington 
University and the George Washington University Law School. 


OPERATIONAL AUDIT 

“Operational Auditing is primarily an attitude of mind and, in effect, 
it is only the natural and proper follow through of an effective audit check 
and review designed to play its part in profit making.” The author illustrates 
his definition with an outline of his basic audit approach and objectives and 
case examples of contributions to profit making arising from internal audit 
work, including calculated risks in stock levels, production and selling, 
elimination of unnecessary expense and comparisons between similar 
activities. 


Mr. Fairbrother is United Kingdom Manager, Internal Audit Depart 
ment, Unilever Ltd. He has been with this company since 1927. Mr. Fair- 
brother is currently a governor of the London Chapter of Tue INstiTUTE 
or INTERNAL AvupiTors and has served on its Research and Education 
Committee. 


CRITERIA FOR GOOD INTERNAL AUDITING 

Internal auditing is “a type of control which functions by measuring and 
evaluating the effectiveness of other types of controls.” What are these 
elements of control? How far can the auditor go in his evaluation of con 
trols? How can the auditor improve his own capabilities and his service to 
management? And does he try to go beyond his own capabilities? In dis- 
cussing these and other phases of internal auditing the author answers that 
solutions to these problems lie with the auditor himself. 
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Rodney P. Colton is Internal Auditor, Portland General Electric Com- 
pany. He is a graduate of Oregon State College. He has had articles and 
case studies published in the various electrical industry journals and in 
Tue INTERNAL Avupitor. Mr. Colton has held several offices in Tue In- 
STITUTE OF INTERNAL AvpITorRs, including president of Portland Chapter, 
Western Regional Vice President, and General Chairman of the 8th Western 
Regional Conference. He is presently a Director-at-Large. 


ELEVENTH ANNUAL 
THURSTON AWARD WINNER 


In 1951 Tue INstitUTe or INTERNAL AvupiTors decided to honor the 
memory of John B. Thurston, one of its founders and its first president, by 
establishing an annual award to be presented to the writer of the article 
published in Tue INTERNAL Avupitor which contributed most to our pro 
fession. The committee to select the winner of this award is made up of 
the members of the Editorial Committee and the chairmen of the Educational 
and the Research Committees. Both members and nonmembers are eligible 
for the award. 


This year we are very pleased to announce that the award has been 
presented to Kenneth G. Cadematori, Manager, Price Waterhouse & Co., 


, 


for his article “An Auditor’s Experience with Electronics,” which appeared 


in the Spring 1961 issue of THe INTERNAL AupDrTor. 














INTERNAL CONTROL APPRAISALS* 


By ALLEN O. HINKLE 
General Auditor, Humble Oil and Refining Co. 


F yee has been said and written on the evaluation and testing of in- 

ternal controls, and for this reason it was only after careful considera- 
tion that I selected internal control appraisals as the subject for my talk. 
Although this subject is often discussed in Institute articles and meetings, 
[ do not think it can be overemphasized, for it is generally assumed that 
internal controls will be tested and appraised, to some extent, in practically 
all types of audit assignments, whether in public or private practice. 
Further, I think no one would challenge the significance of this work in the 
scope of our responsibilities as a professional group. 


WHAT IS INTERNAL CONTROL? 

In developing a talk on this subject, it seemed appropriate to reflect for 
a moment on just what internal control is. It has been my experience, in 
talking with people in many areas of our own organization and in other 
companies, to find a wide range of views as to the nature and purpose of 
a system of internal control. Some people consider internal controls to relate 
only to accounting records, documents and approvals supporting cash, 
accounts receivable, inventory and other asset and liability transactions. 
Many others think of internal controls as only restrictive procedures in- 
volving red tape, clerical effort, and documentation which are imposed on 
personnel throughout an organization primarily by and for the benefit of 
accountants and auditors. As a matter of fact, I think it is safe to say that 
most people look upon internal control as a negative force which restrains 
and hampers, rather than as a positive one which is constructive and helpful. 
Each of these concepts, in my opinion, is far too narrow. 


[ am in complete accord with those who consider sound internal controls 
to be a fundamental ingredient in the success formula for a business enter- 
prise. In my opinion, internal control extends far beyond clerical processes, 
approvals, accounting procedures, records, and reports. It is a vital organism 
which in many respects should function in all components of a business 
enterprise—management, supervisors, and employees—similarly to the 
nerve system of the human body. It is vital to all forms of activity, co- 
ordination, and self preservation. Internal control is involved in the initia- 


* Delivered at Tulsa and Ark-La-Tex Chapter mectings 
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10 The Internal Auditor 
tion, approval, direction, performance, and appraisal of all activities within 
an organization. It is an orderly process designed for the sole purpose of 
aiding the management and personnel of an organization to successfully 
attain its objectives. Internal control is designed to point up when plans 
should be formulated and that the proposed action is considered and ap- 
proved by competent authority, that adequate human and material resources 
are mustered for the task, that approved action is taken at the proper time 
and in the most advantageous manner, that all obligations are discharged 
satisfactorily, and that a fair appraisal and report is made of performance 
to appropriate authority. 


To those who characterize internal controls as purely restraining devices 
which impede business activity and progress rather than aid it, I think 
the following may be said. A properly designed system of internal control 
should provide incentives to do a good job at each level in the organization 
because there will be a fair basis for appraising the efforts exerted by each 
group: good internal controls clearly place the responsibility for success or 
failure where it belongs. Sound control procedures reduce delays and con- 
fusion by providing a clearly designed scope of authority for each individual 
and group. Good controls result in proper technical assistance being ob 
tained in working out solutions to difficult problems. Effective internal 
controls remove doubt and distrust on the part of top management by pro- 
viding that group with assurance that all actions are properly approved 
and that prompt reporting is made of conditions which should come to its 
attention. Good controls reduce the temptation to misappropriate company 
assets or to engage in poor work practices which undermine character and 
morale of employees and seriously jeopardize the career of those involved. 
Good controls facilitate forecasting and planning and should point up 
opportunities for increasing the company’s profits. Good controls permit 
the maximum degree of delegation of authority, which in turn facilitates 
operations and materially speeds the development of personnel. 


WHY CONTROL APPRAISALS ARE NECESSARY 

Internal controls, like plant facilities, become outmoded, ineffective, or 
unnecessary in time as a result of changes in organization, operations, and 
methods. Internal controls, to be effective, must be patterned to fit current 
conditions and to give full effect to existing problems of management, 
operations, communications, and accounting. The nature of the organization, 
the location of responsibilities, and the extent to which functions are de- 
centralized must be given full consideration in designing and appraising in- 
ternal controls. If control procedures are continued beyond their usefulness, 
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unnecessary costs are incurred, and it is likely that other controls may suffer 
from neglect or diminished appreciation for their need as well. 


The thinking ability and effort of human beings are required in the 
operation of any system of internal control. Considering man’s many frail- 
ties, it is inevitable that weaknesses in control procedures will develop from 
time to time. Internal control procedures will not be fully effective unless 
they are understood as to their purpose and as to the proper method of 
application. Many significant control steps will be completely ineffective if 
they are applied in only a perfunctory manner. As organization changes 
occur and new problems are confronted, it is entirely possible that key 
internal control functions may be misplaced with individuals or groups 
because of other concentration of duties, or because of a lack of training 
and experience on the part of those to whom the work is assigned. As the 
volume of work and of preblems increases in proportion to the number of 
people available, it is almost a certainty that less time will be devoted to 
control functions, thus increasing the hazards of the business. 


Since internal controls extend into every phase of business activity, poor 
procedures or improper application of sound procedures could adversely 
affect the business atmosphere. Procedures which create bottlenecks in 
the flow of work, or which require an uneconomical expenditure of effort, 
or which harass personnel who should be devoting their time to more im- 
portant duties, tend to disrupt teamwork, reduce the enthusiasm and drive 
of an organization, and cut profits. Cumbersome control procedures can 
have an adverse effect on customer and public relations where the require- 
ments of the system result in inconvenience, needless delay, or an indication 
of a lack of trust either of the employee or the customer. Many of you have 
attempted to obtain a refund from a retail establishment where it was 
necessary to parade through several departments and see several different 
people and obtain several different approvals to get a 50-cent refund. In 
my opinion, this is inexcusable. 


Internal controls affect prices and profits, for it costs money to install 
and maintain any procedure. The auditor should be ever alert to point up 
controls which cost more than their worth to the organization. The prob- 
lems of mounting overhead are those that every business must combat. In- 
ternal controls should be designed to show up conditions which are either 
uneconomical or detrimental to the organization’s interests. Likewise, 
control procedures should point out operations which are profitable and 
which should be expanded to take advantage of a favo: abie market condition 
or of promising business prospects. Internal controls should provide stand- 














12 The Internal Auditor 
ards by which performance can be measured. These standards should be 
appraised regularly to determine that they are reliable. Poor yardsticks that 
go unnoticed for a prolonged period can be very costly indeed. 


Adequate controls must be maintained at all times to safeguard the 
company’s assets from unauthorized use or loss. In designing and maintain- 
ing controls to protect the company’s assets, however, the strength of the 
controls should correspond to the nature of the risks involved. Certainly 
it would be unwise to attempt the same type of control over minor items 
of warehouse stock as is provided the company’s securities and cash. In- 
ventory controls over plant assets should be less strenuous than those 
exercised over accounts -receivable. In appraising the company’s internal 
control, the cost of the system should be considered in the same light as 
that for an insurance policy: Do the possible hazards justify the cost of 
maintaining the policy in force? 


Adequate controls must be maintained to assure management that all 
obligations of a company are discharged on time. The organization’s credit 
reputation and its standing in the community may be jeopardized if it does 
not pay its bills promptly. Poor employee morale and declining production 
and sales effort may result if employee payroll matters are not handled in 
the most efficient manner. There are many severe penalties that will be 
imposed on a company should it neglect to report properly its activities, 
operations, and financial transactions to state and federal governmental 
authorities and agencies; careless reporting or laxity in complying with 
government regulations, though minor in nature or isolated in occurrence, 
can undo years of concentrated effort to build up public confidence and 
good will. 


Internal controls are designed to provide management with peace of 
mind by assuring them that a system exists to carry out their plans and 
policies. Where these controls are tested at regular intervals, management 
can act with confidence and certainty in formulating plans for the future 
and in presenting an account of their stewardship to the stockholders, the 
general public, and governmental authorities. 


WHAT IS INVOLVED IN INTERNAL CONTROL APPRAISALS? 


Selection of Personnel for the Appraisals. Appraisals are only as reliable 
as the personnel who make them. For this reason it is highly important that 
the right personnel be selected for this vital function. Individuals and groups 
establish their reputation by performance—by their demonstrated ability 
to handle problems presented them. Personnel in this group should be of 
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the highest character and have a real zeal for objective reporting. They 
should have a good understanding of the nature, philosophy, and objectives 
of the business enterprise by which they are employed. They should have 
a broad knowledge of its operations and a good understanding of the signi- 
ficant problems which it encounters in its day-to-day activities. Such per- 
sonnel should have a good technical background, should be imaginative and 
alert and have a keen sense of observation. And last but certainly not least, 
they should have an outstanding ability to deal with people and to get an 
accurate picture of performance and work practices without offending or 
disrupting other personnel of the organization. 


Scope of the Appraisals. An appraisal of internal control should go far 
beyond a mere determination that a system of procedures exists and that 
records appear to be in order, if the appraisal is to be truly effective. All too 
often it develops that, although on paper there exists a very elaborate system 
of control procedures, informative reports, and fully approved documents, 
real control may be ineffective or even nonexistent because of the manner 
in which the system operates. For this reason all elements of internal con 
trol should be thoroughly tested periodically by someone competent to ap 
praise the system who is completely independent of the function being 
appraised. In large organizations this requires not only the services of the 
internal auditor and the outside public accounting firm but also the help 
of key executives and other technical personnel. 


Control appraisals must, then, extend beyond an examination of records 
and procedures to include a review and observation of personnel perform- 
ance and work practices. The strength of any control procedure is entirely 
dependent on how the procedure is applied, how well it is understood by the 
persons responsible for it, and what the results of the application of the 
procedure have been over a period of time. For example, where a procedure 
is installed to point up errors or other conditions requiring corrective action 
and the records reflect that very few if any results have been obtained, some 
question might be raised as to the effectiveness of the procedure or as to 
its actual need. Another illustration might be found in examining invoice 
files where every document reflects a proper signature, but a tabulation dis- 
closes that it would have been impossible for an effective review to have 
been made by the person placing the signature on the documents in the 
time allotted for this work. Often it will be found that control procedures 
are imposed on people at too high a level in the organization, who are 
harassed with such a variety of problems that they have little time to carry 


out effectively a routine control function. Often it will develop that internal 
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control can be improved by reducing rather than by increasing the number 
of approvals or processing steps. 


Nature of the Appraisals. Internal control appraisals involve a variety of 
techniques and approaches. One of the first things that should be accom- 
plished in making a thorough review of internal controls is to study the 
organization of the business to determine its objectives and to review its 
basic policies. Next a review of the plans, instructions, and the delegation 
of authority should be made. Following this general work, there should 
come a step-by-step review of the over-all systems and procedures, the 
communication methods, and the records maintained of operations. In con- 
junction with this review, physical inspections should be made of facilities 
and inventories, and observations should be made of employee performance 
and work practices. By inquiry and discussion, pertinent data should be de- 
veloped in each of these steps which will provide the necessary facts for 
making a sound appraisal. During all this work, a constant alert should be 
maintained to determine whether reliable standards or yardsticks have been 
established throughout the organization to ensure that the company gets 
full measure for its expenditures for labor, materials, and services, and that 
a proper reporting is made of the resources utilized in the conduct of a 
given activity to provide a sound basis for performance appraisal. No ap- 
praisal of internal controls is complete without a review of the analyses and 
evaluation procedures that are normally employed within an activity to 
appraise performance and to determine what corrective action, if any, is 


needed. 


PROBLEMS AHEAD IN INTERNAL CONTROL APPRAISALS 


In my opinion, internal control appraisals will be even more difficult to 
accomplish in the future than at the present time because business problems 
seem to be multiplying and are becoming more complex. This condition 
results not only from government regulations, increasing costs, and a greater 
diversification in the very nature of business operations but also from 
public pressure and consumer demands. All of these factors have a direct 
impact on the system of internal control. 


The accelerated trend toward automation in the factory, field, and office 
through the use of a variety of electronic machines, devices, and gadgets 
is a major factor to be dealt with in future control appraisals. While there 
will be much less human intervention than now exists in the production 
effort (which reduces the possibility for mechanical error as well as the 
disadvantages caused by mental and physical fatigue), there will be less of 
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the irreplaceable human qualities, such as imagination and curiosity, which 
are so vital to the proper functioning of any system of internal control. This 
is an area where those responsible for internal control appraisals must be 
on the alert to see that the over-all welfare of the organization is fully pro- 
tected. 


Auditors must overcome any prejudices they may hold against the use 
of machines in recording business transactions and operations simply be- 
cause machine systems are difficult to follow. Basically the same elements 
of protection can be included in a machine system as are present in a 
manual system, and auditors must not lag behind in accepting the unlimited 
benefits that the newly developed electronic equipment has to offer. Accord- 
ing to the best estimates available, the shortage of competent personnel to 
make broad-guage appraisals of internal control will continue. In face of 
this situation, it is most important that those responsible for planning and 
directing internal control appraisal work utilize their staffs to the maxi- 
mum advantage and take every step possible to broaden and develop those 
under their supervision. There are certain areas—organization structure, 
policy development, cost inspection, cost control, budget compliance—in 
the over-all system of internal control where auditors have not been gen- 
erally accepted as being the best group to undertake the appraisal. These 
and many other areas for appraisal represent real challenges for professional 
development and advancement and provide worthy goals for attainment. 
If the internal auditor is to assume a broader role in the over-all appraisal 
of the entire system of internal control, he must strive continually for the 
highest possible standards of performance. He must broaden his technical 
knowledge as well as improve his appraisal techniques. He must so conduct 
himself that he will grow in stature both professionally and personally in 
the esteem of those with whom he associates. 


It is more likely that these goals will be achieved by internal auditors 
who are ever alert for opportunities to render real service to their companies 
and who look upon internal controls as a constructive and stimulating in- 
fluence in the enterprise rather than as its anchor. 








FRAUD CONTROLS* 


Sy PAUL W. MELLEER, JR. 
Audit Manager, Price Waterhouse & Co., Dallas 


HE Fortune directory of the 500 largest U. S. corporations for 1958 

showed that only thirty-six concerns attained the business milepost of 
net sales in excess of one billion dollars. Included in this select group were 
such industrial giants as General Motors, Standard Oil (N. J.), General 
Electric, U. S. Steel, Gulf Oil, Procter & Gamble, International Business 
Machines and United Aircraft. Although most of us would be incapable of 
fathoming the magnitude of the research, engineering, production schedul 
ing, management decision, and related problems associated with the attain- 
ing of net sales in excess of one billion dollars, 1 am sure we would be in 
unanimous agreement that they must be formidable, to say the least. Now, | 
have a purpose in creating the image of one billion dollars net sales in your 
minds, and that purpose is to impress upon you the amount of loss from 
employee thefts in recent years. According to the president of a prominent 
New York City business consultant firm, employee thefts in 1957 amounted 
to one billion dollars and were expected to go even higher in 1958. Another 
indication of the amount involved in employee thefts may be drawn from 
the figures of the Federal Bureau of Investigation showing that thefts and 
burglaries by professional criminals amounted to $479 million in 1957. 
Think for a moment of the incidence of robbery cases reported in the local 
newspapers—the amounts involved in employee thefts are more than double 
the professional jobs. And from all indications, losses will continue to rise. 
It was not too many weeks ago that the newspapers carried an account of 
the $20,000 per year engineering firm bookkeeper who retired to Florida 
with an unauthorized retirement fund of $850,000 which she had mis- 
appropriated from her employer. And just recently the New York City 
business community was stunned by the revelation of a $500,000 fraud 
which had been perpetrated through the mishandling of postal meter re- 
plenishments. 


It is only logical that we should next consider, then, what steps com 
pany management can take to stem this rising tide of peculation. In my 
opinion, the most effective deterrent against employee theft is a compre- 
hensive, properly administered system of internal control. Now you, the 
internal auditor, and I, the independent public accountant, have an area of 


* Presented at a Dallas Chapter meeting. 
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common interest, and that is maintenance of accounting records by your 
employer and our client which will permit a fair presentation of his financial 
statements. Supplementing this area of basic interest is the emphasis of the 
work of the internal auditor toward safeguarding the assets of the employer. 
Now I submit to you that in the work of the internal auditor, as in that of 
the public accountant, a review and evaluation of internal control is the 
very foundation of effective and efficient audit tests. I should like to discuss, 
in very general terms, the basic elements of internal control and some of the 
techniques which may be employed in its evaluation. 


| am sure each of us has a good understanding of the meaning of in- 
ternal control, but it might be well if we took just a few moments to review 
the definition adopted by the Committee on Auditing Procedures of the 
American Institute of Certified Public Accountants : 


“Internal control comprises the plan of organization and all of the 
coordinate methods and measures adopted within a business to safeguard 
its assets, check the accuracy and reliability of its accounting data, pro- 
mote operational efficiency, and encourage adherence to prescribed 
managerial policies.” 


Necessarily this definition is quite broad but, nevertheless, it sets forth 
rather clearly the essential elements of a good system of internal control: 


1. A plan of organization—this implies adoption of an organization 
chart with definite assignment of functional as well as accounting 
responsibilities, formalization of management’s plans and policies 
and, of course, proper segregation of responsibilities among the 
activities of the business. In the case of a large complex business, it 
is essential that such plans, policies and procedures be reduced to 
writing ; in the medium-sized business I would say that it is at least 
desirable that they be reduced to writing. 


2. Coordinate methods and measures—rather sweeping but I believe 
they would encompass at least (1) segregation of duties among per- 
sonnel to minimize the possibility of fraud, clerical error, or judg- 
ment error through concentration of responsibility in any single 
individual; (2) a sound system of authorizing and recording ac- 
counting transactions; (3) a means of evaluating the capabilities of 
personnel to carry out their assigned responsibilities; and (4) a 
means of determining that the prescribed policies and procedures are 
being followed, best accomplished by an internal audit group and 

supplemented by the review of the independent public accountant. 
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I might just mention that the importance of an adequate system of in- 
ternal control and the importance of the internal audit function have definite- 
ly increased in recent years, primarily because of the growth in terms of 
both complexity and geographical dispersal of many business enterprises. 


Now let us turn to the techniques which may be employed in a review 
of internal control. In my opinion, maintaining a written record of the work 
done is essential, particularly from the standpoint of future review and 
reterence. My personal preference is for the questionnaire approach, co- 
ordinated with detailed audit programs, for the following reasons : 


1. It attains a high degree of coordination between the detailed audit 
work and the study of internal control. 


2. After initial preparation it reduces writing to a minimum and does 
not require constant revision. 


3. It requires the assistant doing the audit work to maintain a constant 
awareness of the importance of internal control. 


4. Since the audit and internal control phases are being coordinated, 
the detailed audit tests may be readily decreased if the internal con- 
trol effectiveness warrants. 


The questionnaire approach is admittedly most effective where rotating 
visits are made to a multi-plant or branch operation by the internal auditor. 
However, even where the work of the internal audit staff is confined to 
one location, it seems to me that the work involved in preparing the ques- 
tionnaire bears ample return by creating awareness within the internal 
audit staff of the continuing importance of internal control, one of the four 
advantages previously mentioned. 


Several points should be kept in mind as far as the preparation of the 
questionnaire is concerned. It should be sufficiently broad in coverage to 
make unnecessary a constant revision because of procedural or other 
changes. Each question should involve a sound principle of internal control ; 
it is not important that the wording of the questions be precisely applicable 
in each situation. The important matters are the principles invoking the 
questions. In this connection it should be mentioned that the questions may 
be of limited effectiveness if they merely “parrot” the company’s established 
procedures. A questionnaire so designed might indicate complete adherence 
to the company’s procedures, while any number of serious internal control 
deficiencies existed undetected in those procedures. Where management 
does not employ a systems and procedures group, it is of paramount 1m- 
portance that the work of the internal audit group include an effective re- 
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view of internal control. If a systems and procedures group is operative, it 
nevertheless seems desirable that provision for a continuing independent 
review of internal control be made through the work of the internal auditor, 
as opposed to his merely determining adherence or non-adherence to com- 
pany procedures. 


Now as to the application of the check list approach. To secure maximum 
results, the following points must be kept in mind: 


1. 


The auditor completing the check list must have a thorough under- 
standing of the internal control principles involved. My firm, which 
utilizes both a general internal control questionnaire and question- 
naires developed for specific industries, has gone the route of issuing 
to each staff member a booklet explaining the principles involved 
and the desired procedure or procedures related to each question. 
This information may, of course, be incorporated directly in the 
questionnaire. 


An evaluation of internal control must actually be obtained. The 
evaluation must be made through actual observation of the operation 
of the system of internal control; it cannot be made by poring over 
a procedures manual or by discussing the system with the chief 
accountant and the department supervisors. In all too many such 
cases, the answer obtained will be based on what that individual be- 
lieves the system is or should be, and not necessarily what the system 
actually is. The timing of certain internal control procedures is criti- 
cal, and a valid conclusion as to the appropriate timing of such pro- 
cedures can be drawn most conclusively from observation. Let me 
illustrate : 

The cancellation or mutilation of accounts payable vouchers to 
discourage the accidental or intentional reuse of attached documents 
in support of duplicate payments is usually regarded as a valuable 
internal control procedure. However, the effectiveness of this pro- 
cedure can be rendered of extremely little value if the cancellation 
takes place before the voucher reaches the authorized check signer, 
or if the voucher is returned for cancellation to the individual or 
department responsible for its preparation. 

Another consideration which must be kept in mind is that of 
relationships among employees which might tend to weaken the 
system of internal control. I realize this is somewhat of an intangible 
area but feel that it is definitely management’s responsibility to be 
cognizant of these relationships; accordingly, the internal auditor 
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should continually be alert to information which indicates the possi- 
bility of a breakdown in the system of internal control. Such a break- 
down occurred recently in the offices of one of our clients. The pay- 
roll and cashier’s departments were involved, and the internal con- 
trols in effect over the functions of both departments were con- 
sidered quite adequate. However, one of the payroll clerks was en- 
gaged to marry the cashier, and among the liberties granted him was 
access to the signed payroll checks prior to distribution by the cashier. 
His extraction of several payroll checks was quickly detected when 
the employees affected complained that their checks had not been 
forthcoming. This incident was alarming, to say the least, since the 
clerk would probably have been able to perpetrate a sizable fraud 
had he used some imagination and introduced fictitious time records 
into the payroll department's flow of documents. 


3. Assuming the questionnaire is so devised that “no” answers indicate 
a weakness in internal control, each “no” answer should be fully 
explained and an indication given of the corrective action which 
should be taken by the company. 


Two other techniques of review of internal control are fairly prevalent: 
(1) The write-up of procedures in narrative form and (2) the preparation 
of procedural flow charts. Although both of these methods are somewhat 
cumbersome and require time-consuming revision, they do have useful 
applications, particularly in complex or unusual situations. Either or both 
may be used to supplement the questionnaire in these circumstances. 


I should now like to take a few minutes to discuss a study of a number 
of actual fraud cases made by my firm, Price Waterhouse & Co. The re- 
sults of this study when tabulated divulged the following statistics : 


Percent of Total 


Records Affected Number Amount 
Cash receipts 52 16 
Cash disbursements 41 80 
Other 7 4 

Total 100 100 


The fact that 93 per cent of the cases comprising 96 per cent of the 
total amount involved irregularities in cash is not surprising. It is of in- 
terest to note, however, that while the number of cases involving cash 
receipts is roughly 25 per cent greater than the number of cases involving 
cash disbursements, the amount misappropriated through irregularities in 
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cash disbursements is five times as great as the amount misappropriated 
through cash receipts. Further interesting observations are: 


i 


ws" 


The positions of the defaulters ranged from president to those re- 
sponsible for the simplest clerical duties and, in fact, cases are known 
involving internal auditors. We may thus conclude few, if any, em- 
ployees are entirely immune from suspicion. 
Almost half of the shortages were charged to balance sheet accounts. 
One-fourth of the total rested in notes or accounts receivable at the 
time of detection. 
In more than half the cases involving cash receipts the composition 
of the deposit made in the bank differed from the items entered in 
the cash book. 
In cases for which the manner of detection is known : 

32 per cent were uncovered by the internal auditor or independ- 
ent accountant ; 

12 per cent were brought to light through the routine operation 
of internal controls ; 

17 per cent were discovered through management inquiries ; 
the remaining 39 per cent were uncovered merely by fortuitous cir- 
cumstances, that is, inquiries by customers, bank, tips, by other 
employees, etc. 
Many cases involved falsified documents and forged signatures sup 
porting cash disbursements, as well as forged endorsements on checks 
to well known corporations. 


Although the average loss was approximately $70,000, the periods 


covered varied substantially ; however where internal control was reasonably 


good the period was considerably less than the average. Furthermore, a 


fair number of the cases involved branch operations where presumably the 


small number of personnel may have limited the internal control, but this 


in itself gives us a lead to an area we should look at closely for possible 


strengthening of control procedures. The fact that, in one way or another, 


fraud cases are brought to our attention with disquieting regularity should 


impress upon us the need for constant awareness of its possible existence 


Many frauds have been perpetrated through extremely clever schemes 


which would put to shame the payroll clerk episode previously referred to. 


Some of these schemes are rather interesting, and I might recite a few 


examples. 


One scheme involved a chief accountant who.misappropriated $387,000 


over a two-year period before having his activities come to light. This 
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individual was able to introduce and intercept in the disbursements routine 
fictitious invoices for purchases from non-existent suppliers. The defaulter 
opened bank accounts for his non-existent suppliers in various cities and 
arranged for a secretary in some existing organization in each city to re- 
ceive and hold his mail. When he knew that one of his suppliers would be 
receiving a check, the defaulter would leave his place of employ at the close 
of business on Friday, take an overnight train to the location or locations to 
which payments had been mailed, make the deposits, and then return in 
time to commence work promptly on Monday morning. His scheme was 
discovered quite by accident when the F. B. I., during the early days of 
World War II, attempted to investigate a bank account which he had 
opened in a German-sounding name. The defaulter fled to Canada when the 
F. B. I.’s inquiries became persistent, and undoubtedly enjoyed relief from 
his nerve-wracking weekend railroad schedule. 


And then there is the semihumorous incident reported in the |Vall Street 
Journal of the Evanston, Illinois supermarket ringing up sales transactions 
on its seven modern, high-speed cash registers—six of which had been in- 
stalled by management and the seventh being the brainchild of the store 
manager and his assistant. This share-the-wealth scheme defied detection 
for more than 27 months while more than $70,000 jingled into the pockets 
of the two enterprising conspirators. 


In the retail store field, it has been estimated that 50 per cent of all 
losses occur in the accounts receivable sections of bookkeeping departments. 
Here, even when thefts are known to have taken place, it sometimes takes 
months to determine the amount of loss. Occasionally the full amount is 
never determined. The favorite techniques have been catalogued as the 
pocketing of customers’ checks or cash payments, then manipulating the 
books to hide the theft ; raising checks and invoices and keeping the differ- 
ence ; forging checks ; destroying checks when they are returned by the bank ; 
and failing to record returned purchases and pocketing equivalent amounts 
of cash. 


Those are just a few examples of the infinite variety of schemes which 
may be employed for fraudulent purposes. Unfortunately, the average com- 
pany thief has no distinguishing characteristics upon which our attentions 
could be focused to permit an early detection of fraud. In fact, according to 
a profile sketch by the United States Fidelity & Guaranty Co. of Baltimore, 
he cuts a pretty dull figure. He is 35 years old, married, has one or two 
children. He lives in a respectable neighborhood and is probably buying 
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his house. He drives a low or medium-priced car and has been employed by 


the same firm for three years. And he has been stealing for eight months. 


In conclusion, I should like to leave these thoughts with you: 


1. An intelligent, systematic and well-directed evaluation of internal 
control should be as much a part of an internal audit program as the 
audit steps providing for the detailed examination of individual 
transactions. 


An effective review of internal control can be achieved only through 
the observation of its operation. 


We must maintain a continual awareness of the possibility of the 
existence of fraud. 











INTERNAL AUDIT — PRAISE AND CRITICISM* 


By RALPH S. ROBERTS 


Deputy Assistant Secretary for Management, U. S. Department of State 


A” with all subjects, this one has two sides, and it is only human nature 
that one’s position regarding it is colored or influenced by his back- 
ground, experience, and, if I may say so, perhaps even his vested interest. 
During my 31 years in the Federal service, I have been fortunate in the 
upportunity to view and work with this subject on both sides of the fence. 
While I would be the first to deny that I have any expertise regarding it, 
I have through years of contact formed some very definite opinions, some 
of which are critical. The criticisms I have I hope are constructive. To the 
extent that I voice them here tonight, I invite you to consider them as 
observations of one who was associated 25 years ago in the establishment of 
one of the first programs of comprehensive internal audit in the Federal 
Government ; and one who still believes profoundly in its efficacy. 


Self appraisal is good—it is healthy even for an internal auditor— if 
one can be completely objective about it. To keep perspective in proper focus 
it may be even more useful to one whose sole duty involves appraisal and 
criticism of the other fellow’s performance. I emphasize this point only be- 
cause I firmly believe that the serious differences of opinion that exist in 
government today regarding the scope and effectiveness of internal audit 
result not from honest differences regarding basic concepts and principles, 
but rather from the manner of their application. I sometimes wonder whether 
some people engaged in internal audit do not become so engrossed in their 
review of the performance of others that they overlook the scrutiny being 
given their own performance by those whom the internal audit itself is in- 
tended most to assist. The apparent failure of internal audit to grasp and 
understand fully the implications of its mission under today’s advanced con- 
cepts of audit, and to prepare itself effectively to assist in the solution of 
present day management and operating problems, is, in my opinion, one of 
the principal deterrents to a more rapid development and general acceptance 
of comprehensive internal audit in government. 


Having whetted your appetite for argument, let me now for a few 
moments attempt to develop a common basis for discussion and under- 
standing. 


* Presented at a meeting of the Federal Government Accountants Association in Wash- 
ington, D. C. Reprinted with permission from The Federal Accountant, June 1960 
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All too frequently, it seems to me, the term “internal audit” is used 
synonymously for “internal control.” This broad usage is unfortunate 
in that it implies an intrusion on other phases of internal management. 
“Internal control” embraces a whole system of management devices to as- 
sure successful and efficient achievement of objectives. It includes staff 
and operating functions and activities designed specifically to promote 
operational efficiency and assure adherence to managerial policy. I am 
sure that people here tonight who are engaged in internal audit activities 
would be the first to deny that internal audit on a comprehensive basis is 
intended to constitute internal control. Nevertheless, the fact remains that 
this association does exist in the minds of many people, and it has been an 
adverse influence in acceptance of comprehensive internal audit particularly 
by operational people. The association is unfortunate, also, because of the 
natural and inherent resistance of human beings to controls of any kind, es- 
pecially if they appear to be unnecessary. 


Without acceptance by, and support of, people who have staff and 
operating responsibility, internal audit will continue to be looked upon as 
an intrusion piercing from the outside into a sphere of personal responsi- 
bility, and thus a force to be resented and if possible defeated. 


We are today living in a world that is rapidly changing ; a world that 
is daily growing smaller. These changes in dimension are bringing about 
the development of new concepts and methods for the conduct of business 
affairs—business in government as well as in private enterprise. New de 
velopments are resulting in further diversification of activities and decen- 
tralization of authority and responsibility. Thus, there is even greater need 
today than there was 25 years ago for management aids and techniques 
through which policy making and executive officials can be assured that 
policies prescribed are being interpreted uniformly, and that the enterprise 
is being conducted efficiently and economically in the manner intended. 
Without an independent comprehensive review and appraisal, or something 
akin to it, management cannot know whether its decisions are being imple- 
mented adequately and are producing the desired results. The fact that 
such facility exists and is available to management is the important thing. 
The name given it is of minor consequence. 


Here again, history seems to me to have had an influence on the develop- 
ment and acceptance of comprehensive audit in government. Over the 
decades the term “audit” has carried a financial connection. It has been 
associated almost exclusively with fiscal transactions and the examination 
of accounting records. With few exceptions, those who have conducted such 
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audits were trained and experienced only in financial administration. It is 
indeed unfortunate that in making the transition to the comprehensive 
operational appraisal concept, we have not paid sufficient attention to the 
capabilities required to do the broader and more complex job acceptably. 
This is an inadequacy we must face realistically, honestly admit, and do 
something about. Those able to make the greatest contribution are the men 
and women who are themselves conducting the audit and who thus have 
responsibility for its image and quality. 


The Department of Agriculture is a very large and complex organization. 
Its permanent full-time employment approximates 75,000. It is now spend- 
ing in the neighborhood of six billions of dollars annually. Its functions and 
activities are carried out through more than 7,000 field offices and stations, 
and its services affect, in a very vital way, the lives of every one of our 180 
million people in the United States, as well as many foreign countries. The 
diversity of its projects and services stagger the imagination. They range 
from the sterilization of male fruit flies for pest control to the harvest of 
forest timber, the sales proceeds of which returned $116 million to the 
Treasury in 1959. Our forest activities are organized into regional and 
national forest units, the latter following natural boundaries. While the 
remainder of our programs are organized, in general, on a state basis, many 
of them have area offices for program coordination or administrative services. 
The bigness and complexity of our agriculture organization and programs, 
and the ramification of services rendered, demand an effective means for 
operations appraisal and review. In Agriculture we are dedicated to the 
view that this can best be done by an independent comprehensive audit or 
operations appraisal. We were early advocates of such a review in govern- 
ment, and we believe our experience over the years has served only to affirm 
and strengthen our position 


In the early 1940’s we took action to improve audit leadership in the 
Department of Agriculture by setting up a small staff in the Office of Budget 
and Finance to provide guidance to our agencies and services in the estab- 
lishment of internal audit programs. Essential progress was made in one or 
two of the larger agencies having programs with substantial financial impli 
cations. However, in connection with the reorganization of the department 
late in 1953, we directed that all agencies of the department having pro- 
grams of sufficient volume to warrant their own internal audit establish such 
an activity on a comprehensive basis with the head of such function report- 
ing to the administrator of the agency. Early in 1954, we issued a statement 
on comprehensive internal audit which established general guide lines for 
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the scope of the audit and the relationship of the internal audit unit to 
agency operations and to top management. Recognizing the differences in 
size and nature of agencies and programs, latitude was provided to permit 
a pattern of operation that would best meet the needs of each individual 
agency. 


We did, however, define the scope of the internal audit as a manage- 
ment activity within the agency to (1) ascertain for management whether 
its policies and procedures are adequate and properly adhered to; (2) pro 
vide management with systematic appraisals of internal controls and operat- 
ing procedures and practices; and (3) verify the accuracy and reliability of 
the financial records and reports. We stipulated that the audit must be 
completely independent of line operations and other staff functions, thus 
permitting the auditor to furnish management with impartial reports con- 
cerning his review and appraisal of agency policies, operations and pro- 
cedures. At the same time we made clear to top management and our 
operating people that full responsibility remained with operations for proper 
protection and use of the assets of the organization, for compliance with 
policies, procedures, and objectives, and for the correction of any adverse 
conditions found during audit review. 


We recognized also that an internal audit staff did not eliminate the need 
for such operating and functional inspections as may be necessary in the 
discharge of assigned operating and staff responsibilities. This, we felt was 
essential to assure our operations people that we were not expecting them 
to discharge a responsibility without the tools at their disposal to evaluate 
the adequacy of their own job. This conforms to a long established manage- 
ment principle that a person should not be given a responsibility without 
also being provided with the means of determining how well he is perform- 
ing it. This is particularly important if he is to be held accountable for the 
results of his effort and is to be subjected to scrutiny from outside his own 
sphere of authority and action. 


We described the primary objective of the internal audit as one of 
assisting management in achieving an effective, efficient, and economical ad- 
ministration of all the operations of the agency. This requires, of course, 
the testing of the adequacy of management controls established to prevent 
the dissipation of the resources of the agency ; the appraisal of existing pro- 
cedures and instructions; the determination that each organizational unit 
is carrying out the policies, plans, and procedures for which it is responsible ; 
making recommendations to strengthen effectiveness and increase efficiency 
of operations ; and an examination of the agency’s financial affairs. 
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From time to time as the need has been apparent we have supplemented 
our original instruction to call to the attention of internal audit staff leader- 
ship the desirability of extending their review to specific management and 
operating areas that were not being covered adequately. These have in- 
cluded, for example, review of agency programs for effective manpower 
utilization, and for committee management. 


We are rather proud of the fact that our original statement on basic 
concepts and principles preceded the one issued by the General Accounting 
Office in August 1957. We find in the latter document similarities that 
border on plagiarism. Our pride, however, has restrained us from filing 
suit for damages. If we did, I presume the General Accounting Office 
would take refuge in the oft-quoted “truism” that “we need more to be re- 
minded than to be informed.” 


My own pride in our USDA statement, however, is tempered by some 
regret. As I look at it again in light of experience, I sense a deficiency that 
I believe is important and fundamental. I find the same inadequacy in much 
of the other literature I read on internal audit. In our zeal to emphasize the 
independence and comprehensive scope of internal audit, thus to assure its 
full effectiveness, I am afraid we have ignored, unfortunately, other related 
management and psychological factors that are involved. We have described 
internal audit’s position as one of independence; as one without responsi- 
bility for operations yet with unbounded latitude for criticism of those who 
are responsible; as one whose success depends on ready access to the 
top boss. In doing so we have unwittingly set apart the comprehensive in- 
ternal auditor as an omniscient being with unlimited capacity for unerring 
judgment no matter what may be his area of inquiry. 


The literature on internal audit is replete with statements that unilateral- 
ly call for management support of the function and cooperation with the 
auditors in order that maximum benefit might be received from the audit. 
Where the reverse is true and one finds a statement of responsibilities of 
internal audit to management they relate almost invariably only to proce- 
dural matters such as the manner in which reports should be prepared and 
handled. How much better it would have been if, in describing the functions 
and responsibilities of internal audit, we had emphasized its place as part of 
a well-developed, well-coordinated management team, the members of which 
have mutual responsibilities to each other, and who have an equal part to 
play in the scheme of things—particularly in management and executive 
inter-relationships. Yes, what I am talking about involves the interplay of 
psychological influences ; but it involves much more. It involves the qualifi- 
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cations of the persons on whom we are going to bestow this high esteem 
and great responsibility of sitting in judgment. If we are going to make man 
“grow wings,” let’s be sure he has the knowledge and capacity to use them 
properly. 


Sharp differences of opinion seem to have developed from time to time, 
also, on the position of internal audit in the organizational hierarchy. Again, 
I think these have been overplayed. The differences are not as great as some 
people seem to think. They result primarily from lack of knowledge or 
proper understanding of the variations in organizational structure and 
delegations of executive authority and responsibility in institutions and 
agencies that are used as comparative examples. To me, the title of the indi- 
vidual to whom the internal auditor reports is not significant. The functions 
he performs in relation to other staff responsibilities and to operating offi- 
cials should be the criteria. The nature of the business or program being 
conducted is also significant in the placement of this responsibility. 


A survey made by Tue Institute or INTERNAL AupiTors in 1957 
found that in a selected group of private business organizations the chief 
internal auditor reported to superior officers as follows: 


Board of Directors 21 Controller 136 
President 23 lreasurer 54 
Vice President 53 And other 30 


It is not particularly significant that the survey showed that in 21 
business organizations the chief internal auditor reported to the Board of 
Directors and that in 136 he reported to the Controller. What is significant, 
it seems to me, is that of the 21 cases in which he reported to the Board of 
Directors, 13 were banking and insurance companies. We all know how 
financial institutions such as these have operated traditionally. It may well 
be that many, if not all, of the 136 organizations mentioned represent other 
kinds of business enterprise in which the internal auditor enjoys just as 
much independence of action even though he reports to a Controller. 


The basic principle on which we should place emphasis, and to which 
there should be uniform adherence, is that the internal auditor must be in 
a position sufficiently high in the organization to ensure independence and 
objectivity in his evaluations and adequate executive consideration and 
action on his findings and recommendations. 


As I said before, we, in the Department of Agriculture, have tended to 
the belief that the internal auditor can work most effectively if he has access 
to the head of the agency. While he is so shown on our formal organization 
charts, I surmise that in day-to-day operations his contacts are more fre 
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quently with, and his reports are more generally reviewed by, a deputy 
administrator or an assistant administrator who performs a general execu- 
tive function for the agency as a whole or for a particular phase or phases 
of the agency’s program. This is equally true at the departmental level in 
Agriculture. It is to the Assistant Secretary who serves as the alter ego 
of the Secretary—if you please, the arm of the Secretary—who provides 
executive direction over certain assigned programs to whom we look pri- 
marily for the review and consideration of audit recommendations. He is 
responsible, also, for appropriate executive decisions that will implement, 
modify, or reject audit recommendations requiring Secretarial review. Only 
if a recommendation involves important public policy, or for other reasons 
is unusual or extraordinary in its implications, will the Secretary’s personal 
views be sought. 


In today’s world of rapid change and new dimensions, government can 
ill afford to hide its head ostrich-like in the sands of self-satisfaction and be 
oblivious to tried and accepted developments that can contribute to a more 
effective public service. Comprehensive operational audit has been recog 
nized as a necessary and a worthwhile tool of management in private enter- 
prise where the element of profit is controlling. 


If “bigness” in private business dictates a need for management aid to 
bridge the gap between top management and the individual worker, and to 
surmount the kind of inter-departmental barriers that inevitably arise from 
strong human tendencies to develop independent operational patterns, then 
there is even greater need for such an aid in government. Certainly, there 
are few private business and industrial corporations larger than many of 
our Cabinet departments and principal independent agencies. 


Government has many things in common with private enterprise. Yet 
it is different in some important respects. These differences, in my opinion, 
all weigh heavily in favor of the need for a facility for independent review 
and appraisal of government operations. 


In the first place, the environment of government differs substantially 
from private business and this alone results in exceptional demands on 
government executives—demands that make it imperative that they have 
available the best aids that enlightened scientific management can provide. 


The public nature of government, expressed in the term “public interest,” 
differentiates government importantly from private business. While “public 
interest” is difficult to define, it suggests that there are widely shared in- 
terests in society that transcend those of an individual, group or any one 
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segment of society and that government exists in large part to promote and 
protect those interests. It suggests a trust or stewardship for which govern- 
ment officials must make a public accounting. 


Bear in mind that having accepted this public responsibility, no action a 
government official takes is immune from public debate. All statements he 
makes and letters he writes are subject to question and inquiry. Matters of 
administrative detail that are personal and private in business, frequently in 
government become the subject of public investigation. Each employee hired, 
demoted, transferred or discharged, each efficiency rating, each assignment 
of responsibility, each change in the administrative structure, each conversa- 
tion, each letter, indeed every act must be thought about in terms of possible 
public agitation, investigation or judgment. This type of “goldfish bowl” 
operation does present particularly difficult problems for the government 
official. It tends to focus responsibility on top executives in government no 
matter what delegations may have been made to people down the line. In 
contrast, the business executive, having delegated the responsibility, can 
put his finger on any weakness down the line and can remove the source of 
difficulty without being answerable to anyone for it. 


In considering the management aids which we should have at our dis- 
posal to ensure an effective public service, there is one other important fact 
to keep in mind. It is that bureaucracies exist and grow in all kinds of 
governments, authoritarian as well as democratic. In business or in a 
dictatorship, the bureaucracy can be pruned because the leadership does not 
depend on a referendum or popular support for continuity in office. But in 
a democracy it is more difficult to control. There is really no effective de- 
fense against it except as management itself adopts appropriate methods. 
In my opinion a comprehensive operational audit, soundly and effectively 
carried out by people with the qualifications and capacity to do the job 
adequately, constitutes one of our most effective means of knowing whether 
this problem does or does not exist in a given agency. 


Now let us turn for a few moments to a consideration of the mutual re- 
sponsibilities of management and internal atilit—particularly, their re- 
sponsibility to each other. These to me are particularly important. On them 
rests the very health and vitality of the audit function and its acceptance 
and success within the organization. They embrace, it seems to me, the 
crux of the current internal audit problem in government today. Here also 
is its Achilles heel. With due recognition of the importance of these responsi- 
bilities and a wise execution of them, comprehensive operational audit can 
develop and thrive in the governmental atmosphere as well as it has in the 
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climate of private enterprise. Conversely, if we close our eyes to existing 
fundamental weaknesses, it will do well to continue the “plodding” progress 
that has characterized its past development in the public service. 


If this function is to achieve its purpose in government, it must have the 
full support of top management and be “sold” to operating officials down 
the line as an aid that can contribute substantially to the effectiveness of 
their own performance. Top management must insist on the establishment 
of high standards to guide internal auditors in the conduct of their own 
work. These standards must be directed to objectivity and quality in audit 
findings and recommendations and the preservation of integrity—the integri- 
ty of the officials or superyisors whose operations are under scrutiny as well 
as that of the auditor making the evaluation. This kind of performance de- 
mands the attention of a highly qualified, professional audit group. It re- 
quires more than good accountants, as important as they may be to the 
success of the effort. Other competences and qualifications are also essential. 
Management must be willing to foot the bill for people with adequate quali- 
fications and capacity. 


Having been provided with the resources for a qualified professional 
staff and the necessary latitude and organizational environment within which 
it can operate effectively, internal audit has an equally important reciprocal 
obligation to management. It is regarding this that I find the greatest 
amount of criticism and “carping” among those who have executive and 
management responsibilities today. It is here, also, that I am afraid we, 
who have carried the responsibility for establishment and implementation of 
comprehensive audit, have been lacking in our discernment of the job to be 
done, and the capacity of those selected to do it. 


For the sake of a better brief description I use the term, “The Audit 
Personality.” It involves the composite image of the internal auditor to 
whom we are asked to assign this very large and comprehensive responsi- 
bility today. On analysis, what is his background and experience? What are 
his qualifications? What is his professional stature? We are giving him 
broad responsibility and expecting of him sound advice and recommenda- 
tions on a wide range of activities and services that demand a knowledge of 
the agency’s purpose, objectives, policies, and operations ; a thorough back- 
ground and understanding of budget, fiscal, and accounting procedures ; an 
analysis of legal and regulatory requirements ; training in technical aspects 
of some phases of operations ; and a well-rounded background in business 
practices generally. Under these circumstances is it fair to him, and to 


management, to only substitute a Sheaffer “snorkel” for the quill pen he 
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has used in the past? Can we expect management and operating people to 
accept happily, and with good grace, the findings and recommendations of 
a man whose background and experience is obviously not adequate to the 
task required of him? Can we rightfully expect people busily engaged in 
operating and management tasks to endure with long suffering the frustra- 
tions and time-consuming discussions that flow from audit findings or 
recommendations borne from lack of understanding of the real problem in- 
volved or of illogical thinking? Should we expect a comprehensive opera- 
tional review involving a wide variety of expertise and management disci- 
plines to be performed adequately by a person or persons with limited ex- 
perience, schooled only in accounting, or whose sole background has been 
the conduct of the limited fiscal audit long associated with government 
activities? Probably this situation is an inherited one associated with the 
transition from a limited fiscal audit to a comprehensive operations ap- 
praisal. I hope that that is so. But speaking very frankly, I also surmise that 
it is due, in part, to the failure of internal audit leadership to understand 
fully the implications and management ramifications of the problems they 
are grappling with, and to staff themselves with people having the compe- 
tences and capacity to see them through the eyes of experienced manage- 
ment, and formulate their findings and recommendations accordingly. 


This is a pretty severe indictment and I don’t expect all of you to agree 
with me on it. I do not intend it to apply generally throughout government. 
Instances are sufficiently prevalent, however, that the problem should be 
a matter of concern to all who are interested in the effectiveness of internal 
audit. 


In the Department of Agriculture we are attempting to meet this prob- 
lem in two ways: (1) We are assigning to our internal audit staffs a selected 
number of people who have been trained and have had experience in general 
management and scientific fields. These pecple become members of audit 
teams formed with specific jobs in mind that require the special competences 
these people possess; and (2) in the recruitment of new employees for 
assignment to audit work, we are trying to give particular attention to 
people who have an operating background and experience even though ac- 
counting may be their specialization. I am sure some other agencies of 
government are adopting these same approaches. 


On this matter I have been impressed with the comments and attitudes 
expressed by internal auditors in outstanding. business enterprises. For 
example, my attention was called the other day to a statement made by Mr. 
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F. E. Mints, Resident Internal Auditor for Lockheed Aircraft Corporation, 
who said : “Although we have men of varied background on our staff—some 
with accounting, some with engineering, and some with general administra- 
tive experience—we make no attempt to hire men with specialized experience 
for particular assignments. We do, however, make use of experience gained 
in certain areas of activity within the company and take some cognizance of 
unusual adaptability, but not at the expense of developing all-round ex- 
perience.” 


In the March 1959 issue of the Journal of Tue Institute oF INTERNAL 
Avupitors, Mr. W. J. Lehmann, on the President's page suggested that in- 
ternal auditors widen their horizons. In doing so, he said: “We internal 
auditors have often been told .. . that if we are to aid our managements in 
directing our businesses, we must think like managers. To many of us this 
idea sounds fine, but we find it difficult to accomplish. Just how do you be- 
gin to think like a manager? Well, of course, one way to do it is to give 
considerable thought to management’s problems and to ascertain whether 
you can aid in the solution .. . 


“Perhaps you are handicapped because you do not have a wide enough 
knowledge of many matters in which your management is interested. In 
this event, perhaps, you would do well to make a more intensive study of 
your own business. In doing so you might broaden your knowledge about 
some of its principal activities. 


“In addition, some other activities you might try to learn more about 
are industrial relations, budgeting, marketing, credit policies, and insurance. 
Your business managers have a working knowledge of all of these activities, 
so if you wish to be more helpful, perhaps it would be advisable for you to 
increase your knowledge regarding them. 


“Certainly widening your knowledge of your own business and its 
activities should assist you in trying to obtain management's viewpoint ; in 
other words, to think like a manager.” 


I think Mr. Arthur Kent, a retired official of Standard Oil and Lockheed 
Aircraft, summed matters up pretty well on this point when he said: “I 
have heard operating managers complain that the particular findings of an 
audit were correct up to a point ; but that the auditor had quite evidently not 
familiarized himself with the practical everyday problems of the depart- 
ment, and of its big major responsibilities to management. Hence, they said 
unfair inferences were set up. The manager believes that his department is 
carrying out the big job it has been given to do. He may agree that some 














Internal Audit—Praise and Criticism 35 


things you have found are not up to par, but he wants you to give them 
their proper relationship to the over-all job . . . . If the auditor has failed 
in this respect, I agree with the manager’s complaint.” 


We have taken from private business the best of internal audit they have 
to offer. Let’s be sure that in its implementation we do at least as well as 
they do. 














SOME EXPERIENCES IN THE FIELD OF 
OPERATIONAL AUDIT* 


By C. FAIRBROTHER 
United Kingdom Manager, Internal Audit Dept., Unilever Ltd. 








HEN I was approached to give a talk on “Operational Auditing,” I 

could not help but recall the remark of the Vice-President of the New 
York Chapter at the Regional Conference of Tue [NstiTUTE or INTERNAL 
Aupitors in Blackpool. He said he was not happy about the growing use of 
the words “operational auditing” because he was afraid that some may 
think the internal auditor is trying to tell operating management how to run 
the business. This is a feeling which, I am sure, is shared by many of us. 
In fact, it is not a happy expression to be used—even from the internal 
auditor’s point of view—as it might be construed to mean a distinct and 
separate phase of auditing. In my opinion, it is not a distinct and separate 
phase and should not be thought of as such. It is simply an attitude of mind 
which should be constantly present in all stages of internal audit work and, 
if the auditor fully realized the need to keep in mind the commercial implica- 
tions of every transaction or activity as examined during the course of 
audit, there would be no call for expressions such as “operational auditing,” 
with any consequent misunderstanding. 


In recent years the words “Operations Research” have become the ac- 
cepted term for describing the scientific approach to the solving of defined 
business problems as a help to management in decision making. It does 
not, of course, supplant management judgment. It simply provides more 
comprehensive and better information on the subject on which management 
has finally to exercise judgment. Judgment plays a part in most manage- 
ment decisions because it is often impossible to quantify certain factors which 
have to be taken into account. 


One of the major objectives of internal audit is the verification that 
management is provided with information which is both accurate and ade- 
quate for the purpose for which it is to be used. This presupposes an under- 
standing of how management thinks and what their objectives are. It is 
natural, therefore, for an internal auditor to be interested and knowledge- 
able, within reason, in the techniques of operations research. The qualifica- 








* Presented at a London Chapter meeting 
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tion “within reason” is made because, in the same way as the medical prac- 
titioner should be able to diagnose most complaints of his patients but not 
necessarily able to carry out some delicate operation which may be called 
for, so should the auditor be qualified to locate and isolate the source of 
and the contributing factors leading to undue expenditure, or loss of revenue, 
and to advise management when a second opinion or specialist services may 
be called for. If he can do that, he is fulfilling a valuable function and making 
a worthwhile contribution to management’s over-all control and, in that way, 
internal audit will gain in stature and attract the necessary calibre of man 
to its ranks. Not all heads of businesses appreciate the service which can be 
provided in this direction. However, as Professor Revans said at the Black- 
pool Conference of Internal Auditors, “Audit must provide the supply and 
demand by management will follow—the reverse cannot be expected.” 


In short, therefore, there is a useful job to be done by the auditor in the 
field of operating efficiency, but it should be under the all embracing title 
of Internal Audit and not under a special title such as Operational Audit. 
As I mentioned earlier “Operational Auditing” is primarily an attitude of 
mind and, in effect, it is only the natural and proper follow through of an 
effective audit check and review designed to play its part in profit making. 
It is essential that the internal auditor always be thinking about the broader 
aspects and implications of the transactions he is reviewing. This point can- 
not be emphasized too much. 


Flexibility and effectiveness within a company tend to be strangled where 
there is excessive precision of definition of duties. The atmosphere in which 
internal audit can operate effectively and give its greatest contribution to 
profit making is one where the company adopts the principle that the first 
responsibility of management in any field is to achieve an effective over- 
all result and where each individual is encouraged to make any contribution 
he can to the operations, whether or not they fall within his defined sphere 
of action. 


Under such favorable conditions the auditor becomes an important aid 
to management control, particularly in a large business concern, because 
the contacts he makes in the course of his audit work cover every section of 
the business. He can, therefore, function as a valuable link between the 
various operating units at the perimeter and also between these operating 
units and the specialist, advisory and control forces at the center. In that 
way, management obtains additional assurance that any procedure which is 
in the best interests of one section of the business is not contrary to the 
interests of the business as a whole. Furthermore, with his broad experience 
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of all the operational activities of the business or businesses with which he 
is concerned, without becoming too near to the day to day routine operations 
of any one section, the auditor can become a second line of defense against 
failure to recognize the existence of problems. 


To illustrate the type of thinking required in a commercially minded 
internal audit organization, I would like to cite an actual case which arose 
in a large company some time ago. In one particular factory operation the 
assembly of a multitude of small parts involved the consumption of large 
quantities of adhesives—quantities so great that even a small percentage re- 
duction in the unit price meant a considerable saving in terms of £ s. d. It 
was decided to realize this saving by buying the adhesive in larger con- 
tainers, the purchase price of which was relatively cheaper. The satisfaction 
derived from this apparent saving in materials cost was, however, somewhat 
dimmed by the shadow of concurrent increased process costs. The source of 
the increase was ultimately established and was found to involve storage, 
wages and materials costs and was all directly or indirectly attributable to the 
adhesive. There was a marked increase in wastage of adhesive through de- 
terioration of stocks (largely hardening in partly used containers) and there 
were extra costs resulting from the handling and storing of large containers 
and in the filling of small containers for use at the bench. 


The policy of buying in large containers was, therefore, discontinued as 
it was found to be cheaper over-all to pay the higher price entailed in buying 
in the smaller containers. Here there had been apparently good buying from 
a pure price point of view but bad buying from a production point of view. 


The auditor must appreciate that the level of performance within a 
section of a business cannot be measured in isolation but must be related to 
its contribution to the over-all result of the operations of the business. It 
is essential, therefore, for him to extend his horizons into the commercial 
field at all stages of his work. 


The following are a few examples of contributions to profit making 
which arose from internal audit work and where the basic audit approach 
and objectives coincided with those I have outlined. 


1. CALCULATED RISKS IN STOCK LEVELS 


It is generally appreciated that stocks should be kept down to a minimum 
to avoid an undue amount of capital being tied up and to avoid wastage 
through deterioration or obsolescence, but the full opportunities of achieving 
this position are not always taken. 
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In his audit check and review of stocks, the auditor examined the in- 
formation provided to management for the purpose of their control on the 
stock levels of raw materials. The bulk of these stocks was imported from 
parts of the world as far away as South America and the Far East and was 
delivered against forward contracts within the limits of time tolerance 
agreed to cover shipping uncertainties etc. Stocks taken into account in 
assessing the supply level consisted solely of those on hand plus those await- 
ing unloading at quayside. The auditor considered that if a reasonably re- 
liable forecast of the flow of arrivals from overseas could be established, it 
would be welcomed by management as a help to buying and to the mini- 
mizing of stock levels. Acceptance by management of this idea was followed 
by a discussion of the basic information which its adoption would require 
and the statistical techniques which would have to be applied to this informa- 
tion to produce the data required for management control purposes. 


Regular statistics are now provided which enable a calculated risk to be 
taken in stock cover, the level of which also gives greater freedom of action 
for taking advantage of opportunities for buying odd lots at favorable prices 
as they may present themselves. 


2. ECONOMIC CHOICE OF INGREDIENTS 


This is a case in which the control on raw material purchases and 
materials consumption was being examined and a review was made of the 
information prepared for management as a guide to them in their decision 
on the choice of materials in a mixing operation. The point was important 
because of the wide range of combination of materials which would give a 
final product within the required specifications. The mix had been arrived 
at largely by trial and error, but there was never 100 per cent certainty that 
the most economic answer was obtained. The problem was one which proved 
suitable for the application of the technique of linear programming or, as 
many prefer to call it, programming of interdependent activities. This is a 
mathematical technique used for calculating the best method by which de 
sired results can be obtained from operations where there is a choice of 
course available from different combinations of interdependent elements, 
and where the number of combinations is so great that it is impractical to 
work out each one to find the best. 


By applying this new technique to the problem in hand it was found that 
the answer obtained gave quite a margin of saving over the method currently 
in use. Among further benefits derived from the application of linear pro 
gramming to this problem were :— 
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a. A quick way of deciding the price level beyond which a material 
would not be an economic purchase, and 


b. a clearer appreciation of the cost of any change in specification of 
the final product. 


Although this problem and its solution have been briefly described, the 
working out of the details occupied many months; the time involved was 
more than justified by the positive results obtained. 


3. RECONCILING CONFLICTING INTERESTS OF PRODUCTION 
AND SELLING 

A problem concerning stock levels was recognized within a concern 
where there were separate companies for the production of products on the 
one hand and their marketing on the other, any one production unit serving 
more than one marketing company. Marketing considerations prompted 
marketing companies to carry packed stocks within standard minimum 
and maximum levels. Forward supply requirements were given by mar- 
keting companies to production units to enable the latter to plan their 
material requirements and production program in the long term. Fluctuations 
in customer demand with their consequent effect on marketing company 
stocks caused alterations in supply calls on production units by marketing 
companies. This resulted in a fluctuating level of production with the inevit- 
able idle time, overtime etc. The problem was, “should the packed stock levels 
of marketing companies govern production flow, should production flow 
govern the level of marketing company stocks, or should it be a compromise 
between the two?” Investigation of all aspects of the case revealed that, by 
allowing greater freedom of action to manufacturing units in level of pro 
duction there would be a better over-all result, even though this would 
mean the acceptance of greater fluctuation in the level of marketing com 
pany stocks. 


This example is quoted to illustrate the valuable part which an auditor 
can play in helping to ensure that procedures suitable in one section of a 
business do not rebound to the detriment of the business in the over-all 
balance. 


4. ELIMINATION OF UNNECESSARY EXPENSE 

a. Materials. In an audit review of purchase invoices it was noticed that 
carton board in rolls attracted a surcharge because the width of board 
ordered varied from the standard sizes in which the material was normally 
available. The width of the material ordered was fixed in relation to mini- 
mum wastage when machine cut in the user company into the patterns re- 
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quired for the carton of a product. The auditor found that similar board was 
used for the cartons of other products of differing sizes and that, by com- 
bining the requirements of more than one product it was possible to use the 
supplier’s standard sizes and so avoid the surcharge—with a considerable 
saving in cost. Consideration was given, of course, to the effect on costs and 
stock levels of running carton production of different packs in parallel where 
the quantities called for and the time at which they were required were not 
necessarily in balance as between the packs. 


b. Storage Charges. An auditor, in his examination of the expense of 
third party storage charges, noticed that they were calculated on a weekly 
basis, for example, quantities in store for say 6 weeks and 2 days attracted 
7 weeks storage charge. An analysis of individual items of storage charges 
indicated that a substantial saving would be made if withdrawals from store 
were timed to minimize the occasions when the period of storage slightly ex- 
ceeded a complete week or weeks. The potential saving was such that 
management’s reaction was immediate, and this expense factor is now care- 
fully considered by factory and marketing sections when requisitioning 
material ex store and a worthwhile saving has been achieved. 


c. Transport Costs. In a manufacturing unit, the bulk of the finished 
products were dispatched to distribution centers throughout the country 
direct from production lines, one reason being that warehouse facilities on 
the factory site were very restricted. Factory layout, loading conditions, 
etc., were such that the most economic method of transport of goods from 
factory to distribution centers was 50 per cent by one mode of transport 
and 50 per cent by another, even though the one form of transport was more 
expensive than the other. Although the practical reasons which justified 
this restriction were appreciated, the auditor noticed that the relative differ 
ences in cost between the two forms of transport varied as between different 
destinations. An analysis of dispatches over a period revealed a high poten 
tial saving if that 50 per cent of the traffic were routed by the cheaper mode 
of transport where the price margin as compared with the more expensive 
mode was greatest. Management are now provided with information on 
which total freight costs can be minimized in this way and, within practical 
limits, the cheaper mode of transport is used in those cases where the price 
margin is greatest. 


5. SAVINGS MADE BY COMPARISON BETWEEN SIMILAR ACTIVI 
TIES 
In many cases an auditor can satisfy himself-as to the approximate ac 
curacy of items of cost by their relationship to other costs or to units of 
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outturn, etc. In applying this principle in a review of the cost of wages at 
a unit where the handling of incoming and outgoing goods was the basic 
operation, the auditor examined the returns of weekly tonnage handled 
which were prepared for management as an aid in their control on labor per- 
formance. The average per man compared favorably with that at other 
comparable units. However, the unit under audit was operating on three 
shifts per day, but the performance figures referred to were not broken 
down into rates per shift. The auditor, feeling that there might be a variation 
in performance as between shifts, analyzed the figures under shifts and 
found that, somewhat surprisingly, the night shift produced markedly better 
results than the day shifts. Follow up by management revealed that more 
efficient methods were used on the night shift in many of their activities and 
that adoption of similar methods on the day shift would raise their level of 
performance to that attained on the night shift and give a reduction in the 
labor force. 


CONCLUSION 

I hope these few examples will illustrate how an internal auditor can 
make a significant contribution to the improved efficiency of his firm by 
the exercise of intelligence and common sense, allied to his professional 
knowledge and experience, and by a proper appreciation of the real signifi- 
cance of what is recorded in the books and accounts and in the returns pre- 
pared for management control purposes. There can be no doubt that this 
positive contribution to profits is a service that every company management 
can and will appreciate, but the initiative for providing this service must 
come from internal audit itself. 


























CRITERIA FOR GOOD INTERNAL AUDITING 


By RODNEY P. COLTON 


Internal Auditor, Portland General Electric Company 


HE old adage, “There's no substitute for experience,” in my opinion 
applies to internal auditing more than any other type of work. This 
creature, the internal auditor, is expected to be a top-notch accountant, an 
authority on policies and procedures, a diplomat, a confidant to whom em- 
ployees can unburden their souls, a keeper of secrets, a wise counselor, and 
many other things, all of which present a challenge to him to do a good job. 


In these times of rapid changes in accounting practices, streamlined 
methods, electronics, new approaches to management techniques, and the 
many radical changes in the business world, it’s small wonder that the in- 
ternal auditor sometimes finds himself in a complete state of bewilderment 
and frustration. Each of you has read articles such as “What Management 
Expects from the Internal Auditor,” “The Internal Auditor's Responsibility 
to Management,” “The Internal Auditor and Human Relations,” “The 
Internal Auditor’s Responsibility for Good Communication.” I am sure that 
with very little difficulty one could find published articles in which the 
internal auditor in all fields of business has played an important role through 
his services to management. Such articles are certainly worthwhile, and 
it’s a compliment to the internal auditing practice that its scope has been 
broadened and recognized to such an extent. 


As a rule published articles proposing new fields for auditing are stimu 
lating and present many new ideas, and I believe they serve as one of the 
greatest single factors in broadening the scope of internal auditing. How- 
ever, I do not feel that these proposals should be considered as a criterion 
for good internal auditing. As I will point out later, the scope of internal 
auditing in any given company depends largely on the capabilities of the 
auditor. I feel that internal auditors should strive to broaden the field of 
their activities but should never go beyond the limit of their abilities. 


For example, I received a questionnaire recently pertaining to the 
internal auditor’s check of the company’s federal income tax returns. In my 
opinion, federal income taxes are a highly specialized matter. The rules and 
regulations relating thereto are continually changing so that the tax ac- 
countant must spend considerable time in keeping abreast of all current pro- 
visions. Even the public accounting firms have on their staffs men who 
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qualify as tax specialists. The internal auditor has neither the time nor 
the experience to qualify him as an authority on income tax matters, and 
therefore, I think internal auditors should not attempt to audit income tax 
returns and that is what I said in replying to the questionnaire. 


The constant bombardment of proposed new ideas, new fields, and more 
responsibility for the internal auditor cannot help but cause him to have 
feelings of anxiety and possibly inferiority at times. These feelings are not 
necessarily caused by individual shortcomings, but by circumstances which 
develop problems the auditor cannot resolve immediately. Our individual 
experiences vary ; but anyone who has been in the field of auditing for any 
length of time has experienced moments of doubt as to whether he was 
doing an effective job. I can easily recall a very deflating moment in one of 
my first audits. As I completed the audit interview, being fairly well con- 
vinced in my own mind that I had turned out a good audit, the division 
manager astounded me when he flippantly said: “Thanks for bringing these 
items to my attention. When we receive a copy of your audit report, we 
will submit the reply we made to the last year’s audit.” 


[ can understand why he made such a statement. The audits performed 
by my predecessors were primarily directed toward detecting clerical errors 
with little thought given to making constructive suggestions which would 
be beneficial to the department being audited and to management in general. 


Those who have been assigned the title internal auditor often have only 
the title in common. The work performed by one internal auditor will fre- 
quently vary considerably from that of another auditor in a related company. 
The scope of his responsibilities, limitations upon areas permitted to be in- 
vestigated, and I might add, the extent of his efficiency, are in direct propor- 
tion to the value management places on the benefit of a good internal auditing 
program. However, regardless of your position in this seemingly boundless 
field of internal auditing, there are standards by which you can determine 
your own effectiveness. } 


Several of the items which I will stress are covered in the Statement 
of Responsibilities of the Internal Auditor. I am not going to read that 
statement to you, but I certainly recommend that each of you read it often. 
In our work it is not difficult to venture into fields where internal auditing 
becomes secondary to our purpose. This I feel could result in management 
getting a misconception of the purpose of internal auditing. We must keep 
foremost in our thinking that internal auditing is a management tool de- 
signed to assist in effectively operating a business. As stated in the state- 
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ment of responsibilities, it is a type of control which functions by measuring 
and evaluating the effectiveness of other types of controls. When I speak of 
controls, it is not unusual to find accountants and auditors questioning ex- 
actly what is meant. If I were to ask any five of you what controls should 
be established for issuing materials from a warehouse, it is possible | would 
get five different interpretations of the true meaning of controls. I’m not 
going to devote a large portion of my allotted time to the discussion of con- 
trols, even though this subject could be the text for a very interesting pre- 
sentation. However, I must delve briefly into the subject since this is one 
of the standards of good internal auditing. The five basic elements of con- 
trol as defined by the late Herbert Cobb are as follows: 


1. Organization 

2. Accounting 

3. Policies and Procedures 
4. Standards 

5. Internal Auditing 


I have listed these in order of their origin. Organization is definitely the 
first type of control. During the infancy of a business when management 
consists primarily of a sole proprietor, there is no particular need for organi- 
zational control ; but as businesses become more complex, there develops a 
necessity to delegate managerial authority and responsibilities to others. 
The type of organization, whether it is centralized or decentralized, does 
not necessarily determine the effectiveness of organizational control. The 
important item in the field of organizational control is this: Are the ones 
delegated authority and responsibilities performing their duties in the best 
interest of management in the most economical manner? 


Some auditors profess that it is within the scope of internal auditing to 
evaluate the effectiveness of those in managerial positions. I would not 
strongly question this thinking, but since this is a nonaccounting type of 
control, I feel that the auditor must employ all of his ingenuity and diplo- 
macy if he is to accomplish any worthwhile benefits in this particular field. 


I do not want to indicate that an auditor should adopt a timid or hands- 
off attitude when ineffective management is noted. It seems to me that the 
best way to bring such conditions to the attention of the chief executives is 
through such media as low-production charts, high personnel turnover, cost 
ratios, etc. Incidentally, these are other tools designed for management’s use. 
It is when these tools are ineffective that the internal auditor, by pointing 
out these deficiencies, can play his most important role in his service to 
management. By effectively using these media to detect ineffective manage- 
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ment the chief executives will then be able to make whatever corrective 
action they may choose. 


The need for accounting controls, which is the second in the listing of 
controls, was probably necessitated by the same circumstances as organiza- 
tional control. Undoubtedly, the accountants were the first to recognize the 
need for adequate accounting controls. Weakness in this area leaves an 
avenue open for fraud, embezzlement, collusion, and so forth. By the very 
nature of the internal auditor’s work and education, he is more familiar 
with accounting controls than any other type. Perhaps the weakness found 
most often in accounting controls is that pertaining to internal check. In- 
ternal check as related to accounting controls is a separation of custodial 
and accounting functions. Proper testing and reviewing of internal checks 
should bring to light those functions where internal control is lacking or 
inadequate. 


There are many other ramifications of accounting controls. A very 
elementary type of accounting control is that of prenumbered sales pads, 
invoice books, and other sequence-type records. Of course, the prenumber 
ing of such data is not insurance of control in itself. A realistic manifestation 
of this fact is the case where a maintenance man sawed holes in the suction 
tubes running from the sales floor of a department store to the cashier's 
office. During his lunch hour, he would stop a portion of the cartridges con- 
taining sales slips and related cash being sent to the cashier’s office. It was 
a simple task for him to take the money from the cartridge and destroy the 
invoice. This system worked fine until he made a mistake in the amount of 
change he returned to a waiting customer. 


Record keeping in nearly all forms is a means of accounting control. 
The profit and loss statement was once considered the only means of ac 
counting control, and in many small businesses this still applies. However, 
in the more complicated businesses, diversified record keeping is the lifeline 
of their very existence. Such records not only keep management informed 
as to the profits reaped from their efforts, but inform them as to the con 
servation of their assets. In addition, they provide management with histori- 
cal data which may be used to guide their company to a healthy growth in 
the future. In this category fall such items as budgeting and forecasting 
data which are some of the best sources for good accounting control. 


There’s not much need to elaborate on controls inherent with company 
policies and procedures. These, like most other nonaccounting type controls, 
usually originate with higher management for the purpose of guiding and 














Criteria for Good Internal Auditing 47 


controlling those who have been delegated authority and responsibility in 
connection with the operation of their business. In most of the larger com- 
panies, these policies and procedures are defined in manuals, and it is the 
auditor’s responsibility to determine whether the policies prescribed by 
management are being observed. The evaluation of procedures should be 
axiomatic in all audit programs. 


Controls established through standards are a field which could be dis- 
cussed extensively. Such controls are most commonly found in production 
or manufacturing concerns but are not necessarily limited to that type of 
business. I have been told that an effective check of production costs accom- 
plishes the desired result of good internal auditing. I cannot agree with this 
statement. A simile to this would be driving your automobile with half of 
the front windshield fogged out. I do not want to imply that the examination 
of standard costs should be given only attention equal to that given other 
types of controls. If management depends largely upon the accuracy and 
authenticity of standards in the operation of their business, then the in 
ternal auditor may devote the major portion of his time to standard studies. 
However, the internal auditor must not overlook the need to evaluate the 
effectiveness of what may well be equally important controls. 


By now you can determine for yourself how the last element of control, 
internal auditing, fits into the whole of the internal control picture. The 
fact that our work revolves around checking and evaluating the other con- 
trols used by management exemplifies the self-evident truth of the statement 
of responsibilities. 


A conclusion may be reached that the criteria for good internal auditing 
are the effective evaluation of controls. This I must admit is an important 
part of our job, but our efforts cannot terminate at this point if we are to 
develop the optimum of internal auditing. 


The fact that management is satisfied with the internal audit program 
does not necessarily indicate good internal auditing. It could be that the 
work performed by the auditor in such instances is just a minute portion of 
the true value to be received. When this condition exists, it normally is 
the result of management being ignorant of the real value and function which 
may be performed by proper internal audit techniques. 


The stature of an internal auditor within an organization depends large- 
ly upon his accomplishments. He should strive to learn as much about the 
business as possible, and in all of his work he should assume a management 
perspective. To acquire this perspective does not require a great amount of 
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ingenuity. Imagine for a moment that you are the chief executive of a large 
parts distributing company. You definitely would want to know if the 
orders were being processed as soon as possible. If delays were noted, you 
would want to know why. Along the same line, wouldn’t you want to know 
if the payments being received for your product were being properly con- 
trolled? What about the inventory balances? Are materials being ordered 
even though there are three months’ supply available from the warehouse? 


’ 

The chief executive would be extremely interested in the actual operation 
of the business. For example, are fleet automobiles used by authorized per- 
sonnel? Is there a system installed to detect obsolete and unused equipment? 
Are storerooms maintained in such a manner that the crews are not exposed 
to hazardous conditions? These are just a few of the questions that are 
asked by higher management. 


From these statements you may think that 1 am contradicting myself 
since I pointed out previously that internal auditors may be extending their 
activities into fields for which they are not qualified. In the previous state- 
ment I was referring to technical skills, whereas management perspective 
requires only a keen sense of observation and an abundance of common 
sense. The internal auditor, by broadening his knowledge and developing a 
managerial interest, may very well be recognized as a member of the 
management team. 


You have heard much about independence being basic to the effectiveness 
of the internal auditing program. To maintain that independence requires 
a considerable amount of introspection and evaluation on the part of the 
internal auditor. I think it could be said that an internal auditor is placed 
in a particularly unique position. Because he is an employee of the firm 
which is utilizing his services, the internal auditor naturally considers what 
effects his decisions will have on his future with the company. However, if 
that independence is lost, the internal auditor will lose the confidence and 
respect of the personnel whose functions he must audit, and his work will 
lose its effectiveness. 


Odd as it may seem, complacency is a real threat to the internal auditor's 
independence. Old established procedures under the supervision of long- 
time loyal friends often have an adverse effect on the independence of the 
auditor. I am convinced that many times the auditor is not aware of the 
influence of these elements. When these conditions exist, certainly the 
internal auditor’s independence declines to the point where his services to 
management are seriously diminished. 
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A situation equally as erroneous as complacency develops when an in- 
ternal auditor condemns employees for violating procedures without first 
investigating all of the facts. Employees frequently develop a very logical, 
practical and efficient way to perform a given function, and although I 
certainly am not inferring that changes in procedures should be accomplished 
without management approval, I do think such changes are worthy of 
serious consideration before they are condemned. Also, I can think of no 
better way for the internal auditor to develop friendly relationships with 
personnel in a department being audited than to give them credit for 
achieving better operations when credit is due. Such action will result in 
a feeling of cooperation. When the personnel of a department feel the auditor 
is interested and sympathetic to their ideas for improving procedures, the 
chances are he will be asked to assist in future changes. 

One of the more important standards for good internal auditing is the 
ability of the auditor to convey his findings to higher management in an 
effective manner. Much has been written about effective report writing, and 
what | want to point out surely will not be something new or revolutionary. 
We want our report to be factual and completely understood by the recipient 
as well as by the supervisor of the department being audited. Most of all, 
we want the report to be accepted. I am sure that many of us have experi- 
enced occasions where our report has pointed out unsatisfactory conditions 
but the department head involved has double-talked to the place that our 
report has been rendered useless. I would like to point out a few ways which 
I believe will make report writing more effective and acceptable. 

First, be definite and make certain that your comments are related to 
findings that are really worth talking about. I think it is a waste of time for 
the recipient to wade through pages of the report stating what was done 
during the audit. Write only about exceptions and then make sure that 
corrective measures are recommended. Be clear, be brief and to the point. 

Secondly, your choice of words is of prime importance. The diplomatic 
and tactful approach, though of great importance at all times, is of tre 
mendous importance in the written report. The written word is cold and 
impersonal and often subject to much harsher interpretations than if the 
same words were spoken in a conversation. This is especially true if, as 
freqently occurs, the auditor must write an impartial critical report. It 
is essential to be factual at all times, but with sufficient care and with the 
judicious selection of words much of the sting can be taken out of even 
the critical report. There is no surer way for an auditor to lose cooperation 
and respect than for him to write reports which fail to take into account 
the feelings of the individual responsible for the function being audited. 
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Particularly in report writing, the internal auditor must have a sincere 
desire to help rather than hamper. I don’t believe it’s trite to state that 
success is seldom achieved by hurting others unnecessarily. An excellent 
way to achieve sincerity in report writing is to consider the effect the re- 
port would have on you if you were heading the function being audited. 
I do not propose that unsatisfactory findings be omitted from the report, 
but this approach will have a soothing effect on the words you use to re- 
port the audit results. 


So far I have mentioned only the technical aspects of internal auditing. 
These aspects have been developed through sharing of knowledge by many 
individuals working in the field of internal auditing. This sharing of know- 
ledge has not come about through happenstance. Prior to the formation of 
Tue InstiruTe oF INTERNAL AupiTors, the concepts of internal auditing 
were as different as the number of companies employing internal auditors. 
I could not talk on any set of standards relating to internal auditing and 
refrain from praising the splendid work of Tue INstiITUTE or INTERNAL 
Avupitors or from expressing the value of belonging to such a group. Some 
critics state that organizations of this nature were designed to win profes- 
sional recognition for their members. It is debatable whether or not internal 
auditors are to be considered professional. Personally, I do not feel that 
this is a point worthy of argument. The important thing is that we are 
recognized for what we are, and that is, a tool of management necessary for 
effective operation of a business. 


How can the internal auditor win recognition and status? As I pointed 
out previously, recognition within his company is founded primarily on the 
auditor’s own accomplishment, but if internal auditing is to be recognized 
universally, the value of membership in THe INsTITUTE oF INTERNAL AupI- 
Tors cannot be overlooked. I know that many executives feel that member- 
ship in outside organizations is a waste of time and money. I certainly feel 
such an attitude is shortsighted and that any person actively engaged in the 
field of internal auditing will improve his worth to the company by belong- 
ing to Tue Institute. A useful education in internal auditing is difficult 
to acquire in any school of higher learning. Tne INstituTE takes up where 
formal education leaves off, and I feel sure no other organization has 
placed so much emphasis on membership education and improvement. A 
quick review of the membership list of our group will convince the most 
skeptical that, just through association, a member can discuss his problems 
with the most outstanding accountants and auditors in the practice today. 
It is through this organized group that our standards and concepts are be- 
coming recognized. 
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The internal auditor owes it to himself and his company to take advan- 
tage of all opportunities which will better qualify him to do a good job. 
He must become familiar with the tools available to him, such as statistical 
sampling, data processing, checks and controls, and so forth. I do not 
want to overemphasize the value of these tools since they will never be a 
substitute for the common-sense judgment, analytical ability, or imagination 
of the internal auditor. 


As internal auditors, I feel that we must continually take a “look-see”’ 
into our own domain. How long has it been since you have reviewed your 
audit program to determine whether your investigations are serving a use- 
ful purpose? In your examinations, are you accumulating a mass of detail 
whereas an effective analysis of controls would satisfy management's and the 
independent accountant’s requirements? To what extent have you “put the 
shoe on the other foot” to determine what economies could be obtained in 
the internal auditing section of your company? I believe it is hypocritical 
to criticize others for conditions which may very likely exist within our 
own bailiwick. 


In this presentation, I have talked about many things, each of which 
could have been discussed extensively. I could not be confined to a narrow 
field if I were to effectively discuss the requirements for good internal 
auditing. 


In summary, internal auditing is a technical skill, and the limitations, if 
any, are usually with the individual rather than the purpose. It is when the 
auditor extends himself into areas beyond his capabilities that the practice 
is put in jeopardy. I have discussed the meaning of control because I think 
it is synonymous with knowing your job. In addition, we must think and 
work as though we were the ones in high managerial positions. Also, we 
must maintain our independence in a constructive manner if we are to serve 
in the best interest of the company. 


Possibly one of the more important items discussed was that pertaining 
to report writing. Reports must be effective and acceptable. If we do not 
convey our findings in such a manner as to produce results, the time spent 
during the examination is wasted. 


Last but not least, we must belong to Tue Institute for the purpose 
of obtaining knowledge and the mutual benefits relating to the internal 
auditing practice. 
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Edited by ROBERT C. BAIRD 


Congratulations to Toledo Chapter who received The Round Table annual 
award at our Montreal International Conference. Their winning article, 
published in our Spring 1961 issue, was “There’s Gold in Them Thar 
Rental Bills,” submitted by F. W. Kendrick. 


Selection for the award is based on practical value and originality, with 
emphasis on the former. Articles should depict actual case examples, within 
the field of internal auditing, of significant savings or efficiencies that have 
been effected, or of some special service to management. 


The names of contributors will be published only with permission. Send 
your articles direct or through your Chapter to: 


The Round Table 

The Institute of Internal Auditors 
120 Wall Street 

New York 5, N. Y. 


SHOULD AN AUDITOR BE ALSO A PROPHET? 


As a result of checking the fixed assets, the internal auditor found that a 
certain machine, which had been provided for in a plan of construction, had 
been paid for but not received. This omission had been overlooked due to 
the fact that the plan of construction had been changed so as not to require 
the machine. The internal auditor strongly recommended that the machine 
be disposed of, which it was by selling it to another company at a discount. 


In the following year it so happened that a new plan of construction 
called for the same type of machine. One was therefore purchased, but by 
this time the price of the machine was higher. Thus the company took a 
double loss through having disposed of the original machine. 


This poses the following questions: Had the auditor been right in his 
recommendation or should he have attempted to forecast the possibility of 
the machine being required in the future? Should he, at least, have suggested 
this possibility for consideration? Is it necessary for the internal auditor 
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to recognize beforehand how the management of any particular division 


being audited may accept and react to recommendations ? 
Teiichi Kanki 
Tokyo Chapter 


+ * * 
OVER-ABSORBED WATER COSTS 
Our company owns and operates the only fresh water system in an oil field 
in which we operate oil wells along with other operators. All operators in 


the field use fresh water from this system for cooling engines used to operate 
pumping units, for well workovers, and for general campsite use. 


In reviewing the charges for this system, it appeared that our com- 
pany was absorbing more than its proportionate share of the cost of operating 
the facility. The cost of maintaining the water system amounted to approxi- 
mately $40,000 each year, and of this amount only $5,000 was billed to 
other operators in the field. Further investigation disclosed that the other 
operators owned 61 per cent of the oil wells but paid only 13 per cent of the 
cost of operating the system, while our company owned 39 per cent of the 
oil wells and absorbed 87 per cent of the system operating costs. 


Field personnel indicated that the existing water contracts had not been 
reviewed for several years. As a result, a physical inventory of the field 
facilities was made, and it was determined that numerous installations were 
furnished water but charges had not been made for this service. In addition, 
a number of other water connections were noted which were not covered 
by contracts. The importance, from a liability standpoint, of negotiating 
contracts for all existing connections was pointed out to field personnel. 


As a result of this observation and through discussions with field manage 
ment, contracts were negotiated with all users of water from this system to 
conform more closely to the existing conditions. Under the revised account- 
ing procedures, water system expenses are distributed to all operators on a 
more equitable basis, and costs absorbed by our company have been re- 


luced by approximately $20,000 annually. 
ee seiniliaditea Houston Chapter 


* * * 


EFFICIENCY THROUGH SIMPLIFICATION 


A Hire Purchase Accounts Office maintained individual records for over 
90,000 hirers on manually posted cards kept in trays on the visible edge 
principle. Installments were paid monthly, and posting consisted of entering 
the cash received and calculating and recording the new outstanding balance. 
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The accounts were controlled in total through a series of control ac- 
counts, each covering approximately 2,000 records. A Control Clerk was 
required to balance each control twice per annum. 


A routine audit revealed that the balancing was very seriously in arrears, 
due, it was stated, to the number of errors being made by the posting clerks. 
A study of the cash posting revealed that the great majority of the errors 
were arising from the calculation and recording of the new balances. It 
was also estimated that this calculation represented up to 334 per cent of 
the time taken to complete each posting. 


The audit report recommended (inter alia) that: 

1. The posting clerks should confine their posting to the actual cash 
payment ; 

2. A comptometer operator should be engaged to assist the control 
clerk, her normal routine being to calculate and record the outstand- 
ing balances every six months working just ahead of the control 


clerk. 


The recommendations were accepted, with the result that a reduction of 
two clerks was effected by the simplified method of posting, and within 
twelve months all controls were being balanced on schedule. 


The above illustrates the importance of a careful study and analysis of 
the causes of any deficiency in a procedure, or failure to carry out a pro- 
cedure, before any recommendations are made. Increases in staff comple- 
ment or complete changes of system are often wrong answers, and simpli- 
fication of a procedure can frequently, as in this case, lead to greater effi- 


ciency plus economies. ae - ' 
yP Birmingham (England) Chapter 


* + 7 


INEFFICIENCIES IN PLANT MAINTENANCE 
In examining the maintenance department organization of one of our sub 
sidiaries the auditor was struck by the heavy amount of overtime incurred 
by the tradesmen. Investigation showed that the work schedule for the 
twenty-three tradesmen listed was as follows: 


Day Shift 7:00 am. to 4:00 pm.—8  hours—18 men 
Day Shift 6:45 am. to 3:45 pm.—8  hours— 2 men 
Afternoon Shift 3:00 p.m. to 11:00 pm—7™% hours— 3 men 


A closer study of the operations indicated that a great deal of the equip- 
ment requiring minor maintenance was not available to work on during 
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the normal working hours. The heavy concentration of staff on the day 
shift was, therefore, bound to lead to considerable waste time and to gen- 
erally inefficient operating of the department, with a consequent increase in 
the amount of overtime. 


Selecting a twelve-week period for further analysis, the auditor found 
that the overtime wages of the maintenance tradesmen represented 40 to 
45 per cent of their normal or regular time wages. 


On-the-spot checks confirmed the auditor’s suspicions: there was con- 
siderable “soldiering’”’ on the job during shift hours. These checks also re 
vealed a further loss: employees on the 3:00 to 11:00 p.m. shift were being 
paid for eight hours, despite the fact that they were taking at least a half 
hour for supper during that time. 


The auditor’s report to management had three results: 
1. Better controls on overtime were instituted. 


2. Work schedules were rearranged so that maintenance work could be 
carried out at the most opportune time. 


3. A company-wide check was made on employees eating on company 
time. 


The estimated savings stemming from the auditor’s original observations 
are in the neighborhood of $30,000 annually. 


” * * 


UN CAS DE MALHEUR 


The modern internal auditor takes a constructive approach to his work 
and tries in every way to be helpful to Management. He should not, how- 
ever, neglect the protective aspects of his work and should always be on 
the lookout for possible weaknesses in controls which might open the door 
to fraud or embezzlement. 


Toronto Chapter 


The instance related here happened some years ago when the writer was 
engaged in public accounting and was making an audit of a lumber and 
paper mill. The program called for comparing the detailed receipts as re- 
corded in the cash book with the deposit slips. As the office was small, the 
office manager made the deposits and also kept the cash books. He was 
asked to produce the required items. 


After some time had passed, the office manager said that he was unable 
to find the deposit slips requested. The auditor. told him that in that case 
they would have to have the bank furnish duplicates. The office manager 
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offered to make a further search, and after a little while produced them 
with the explanation that they had been misfiled. He also said he was going 
to the freight station to pay some freight bills and, as it was nearly closing 
time, would not return to the office. 


The auditor started to check the deposit slips against the cash receipts 
but found that in many instances he could not trace items from the cash 
book to the deposit slips. He made a casual inquiry as to whether checks 
were cashed from cash receipts and was told that they were not. As it was 
closing time, he decided to make further inquiries from the office manager 
in the morning. 


He had been home‘only a short while when he received a rather agitated 
telephone call from one of the company officials wanting to know whether 
the auditor had found anything wrong. When he asked why, he was told 
that the office manager had shot and killed himself. 


It was found that the office manager had been living beyond his means. 
Subsequent investigation revealed that the company regularly received re- 
funds on lumber shipments, as the freight bills were estimated. The ship- 
ments were weighed at destination, and a refund check issued if the ship- 
ment had been overbilled. The office manager would deposit these refund 
checks without recording them. In order to secure cash, he would list the 
checks, total them, and then show as an item: less cash xxx dollars. The 
bank teller foolishly gave him the cash. This was improper for, although the 
office manager was authorized to sign checks, two signatures were re- 
quired to withdraw funds. 


While the amount involved was only about $4,000, the defaulter pre- 
ferred suicide to facing the music. The auditor later recalled that the office 
manager had always been interested in the work the auditor was doing. 
After several quarterly reviews, he had decided that the deposit slips would 
not be subject to review—a fatal mistake Los Angeles Chapter 


* * * 


EXCESSIVE INCENTIVE PAYMENTS 


During a routine payroll audit at a branch factory we noted that incentive 
payments to employees in one department were substantially greater than 
those paid for a similar operation at our other factory locations. 


The output at this location was slightly higher than the production at 
the other plants ; however, the percentage of increased production was not in 
proportion to the variance of the incentive payments. 
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Our investigation of the work standards established for this particular 
department disclosed that the standards had not been changed for a number 
of years. During that time there had been numerous technological changes 
made on the production equipment and improved production techniques 
developed. 


Adoption of our recommendation that the work standards for this de- 
partment be reviewed resulted in an annual savings of $25,000. 


Twin Cities Chapter 


+ * * 


WHAT’S IN THOSE FILE DRAWERS? 


All business is confronted with the problem of what records to keep and 
how long to keep them. Our organization had approximately 3,500 file 
drawers, occupying over 3,000 square feet of floor space, devoted to the 
storage of non-current records. 


An audit of our Records Center developed the following quite startling 
facts: 
a. Over 600 file drawers contained material that was being held beyond 
the period specified in our retention schedule. 
b. An additional 350 drawers were empty. 


c. Almost 300 drawers contained material that should have been re- 
duced to a permanent microfilm record. 


d. Within the past year 243 new file drawers had been purchased at a 


cost of $1,650. 


The only reason we could determine for this build-up of obsolete records 
was the attitude that, as long as space was available, why not keep things in 
case we need them. 


As a result of this audit, management was made aware of a situation 
which had gone unchecked for a number of years. Once housecleaning is 
completed in this department, a surplus of over 1,000 file drawers will be- 
come available for other use, and approximately 700 square feet of much 
needed floor space can be converted to a more productive work area. 


N. J. Miller 
Triple Cities Chapter 
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Edited by FREDERIC E. MINTS 





Q. Inresearch and development work, the bills of material used for normal 
production work are not usually prepared. In their absence, what can the 
internal auditor do to satisfy himself as to the propriety of material costs ? 


A. For one thing, we believe the auditor might approach this problem by 
first investigating the budgetary and procedural controls involved. For ex- 
amply he might see whether (1) the extent of research and development 
work‘and the established limits of expenditure for each project are subject 
to specific approval by cognizant management, (2) that adequate records of 
commitments and expenditures against established budgets are being main- 
tained, and (3) that satisfactory reports comparing actual commitments 
and expenditures with the budgeted amounts are being supplied to manage- 
ment as the work progresses. 


In respect of procedural controls, the auditor might assure himself that 
provision has been made for supervisory review and approval of individual 
procurement requests and that they bear evidence that appropriate review 
and approval have, in fact, been accorded individual transactions. Moreover, 
the auditor could make certain that procedures have been established to 
provide for appropriate classifications of transactions and for proper and 
timely reflection of those transactions in progress reports, and that these 
procedures are being carried out in a satisfactory manner. 


Additionally the auditor might consider determining, in some manner, 
the nature and extent of any surpluses existing at the completion of re- 
search and development programs and using these data as bases for evaluat- 
ing the propriety of the procurement activities for those programs. 


Q. Ina payroll audit, do you consider it always necessary for the auditor 
to distribute checks to employees ? 


A. We think that a payroll audit should include tests to verify the existence 
of employees on the payroll. A common method of making such a verifica- 
tion is by having the auditor distribute some of the paychecks or witness 
the distribution of checks by the cashier. However, in lieu of actually partici- 
pating in the paycheck distribution the auditor can make appropriate tests 
at other times by selecting names of employees listed on the payroll and 
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identifying them by personal contacts. The latter method has the advantage 
of being more flexible. The auditor need not be concerned about delaying 
the normal distribution of paychecks and does not have to schedule his 
tests to coincide with the time of paycheck distribution. 


We believe that tests to verify the existence of employees listed on the 
payroll are important. They provide a ready means of detecting weaknesses 
in the payroll system. In addition, employee verification tests offer the 
greatest opportunity for detecting instances, if any, of collusion between 
employees responsible for control of additions to or deletions from the pay- 
roll and those responsible for check preparation and distribution. 


Q. Are the benefits obtained from the maintenance of detailed inventory 
records for materials and supplies worth their cost? 


A. This provocative question was raised at a Milwaukee conference in- 
dustry meeting. Its proponent was primarily concerned with the problem in 
a company which had a standard cost system. He pointed out that interim 
cost statements use a standard material allowance multiplied by the number 
of units produced, and that material usage variances are established by 
physical inventories at the year end. Under these particular circumstances, 
he did not believe the cost of maintaining the detailed perpetual inventory 
records was worth-while. 


Other members of the discussion group believed that the detailed records 
were necessary for ordering and control purposes. Few were ready to 
accept the idea that their elimination would reduce over-all costs, since in- 
vestigation of major variations disclosed by the physical inventories might 
entail greater costs than if detailed records were kept. 


Since this is not primarily an auditing problem, our panel members do 
not feel they should take a position on the question. However, since it may 
be of interest to a number of our readers, we decided to publish the question 
here, and will be glad to summarize and publish any viewpoints—pro or 
con—our readers may send in. 








STUDENT’S DEPARTMENT 


Edited by A. J. PENZ 





THE PROPENSITY TO JUDGE 


NE of the major functions of the internal auditor is to judge and to 

use good judgment. He has to judge people, conditions, and operations. 
In any event judgment has to be supported by facts. There is much danger 
in generalizing with insufficient data. 


Thus a report coming under the internal auditor's perusal may contain 
inisspelled words or faulty diction. If that report was prepared by a college 
graduate, who should know better, it would still not be correct to conclude 
that all college graduates are illiterate. Such a conclusion is no more justi- 
fied than to say that all internal auditors are tactless, careless, or incompe- 
tent because one of them is undiplomatic or is prone to make errors. 


A group of people homogeneous in some respect will reflect individual 
differences in other respects. All college graduates do not have the same 
capabilities. For instance, graduates of the same college range from “C” to 
“A” averages ; but it follows that even those with the same average are far 
from being alike in respect to specific skills. 


Conclusions and decisions should be based on facts and not generalities. 
Yet for popular consumption generalities are permitted to run rampant. 
For instance, in the February 18, 1961, issue of the Saturday Evening Post, 
William Benton concludes in his article, “The Failure of the Business 
Schools,” that all undergraduate business schools should be abolished. 
Such a solution is far too simple for a complex problem of higher education. 
A man of Benton’s astuteness should recognize the shortcomings of such 
sweeping action. 


Even granting that his finance courses forty-three years ago at Yale 
were worthless, it is quite possible that the Yale curriculum was faulty, 
since at the undergraduate level it was and still is essentially an arts and 
science institution. Yale’s failure in the past cannot reflect on the business 
schools of today. Benton, however, contends that Yale’s leadership had 
changed for the better, which prompted him to send his two sons there. If 
Yale had made progress, can he imply that the rest of the colleges have 
stood still? It simply does not make sense to compare the first accounting 
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course taught by a biologist at the Wharton School in the 1880's with 
today’s accounting curriculum as found in the business schools. 


In the same article Benton states, “In these complex times no one can 
make expert judgment in all issues.” With this statement one cannot find 
any fault; but Benton revealed himself less than expert when he based his 
judgment on garbled and unrelated facts, most of which were second hand 
at best. 


Business schools worthy of the name stress decision making on the basis 
of facts, and every business school educated accountant or internal auditor 
has been duly cautioned to be a respecter of facts. Such graduates also 
recognize that judgment based on generalities is fraught with undesirable 
consequences. 
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THE INTERNAL AUDITOR VISITS THE 
CUSTOMER 


By C. W. SCHEELE 


Manager, Internal Auditing Division, Ralston Purina Company 


The ever increasing scope of the internal auditor is reflected in the 
author’s demonstration of effective service to customers in terms of operat- 
ing, financial, and control advice. Further assistance in training the staff 
of customers is indicated. This type of customer service is of inestimable 
value to the Ralston Purina Company. 





HERE is no question but that much progress has been made in expand- 
ing the scope of the internal auditor’s responsibilities. Certainly the 
field of operational auditing is being explored by more auditors; tentative 
programs are under development in some companies, existing programs are 
being expanded in others. There is an impression that the gates have been 
opened and auditors everywhere are sallying forth into this new territory. 


One has only to review copies of THe INTERNAL AupiTorR of ten years 
ago and contrast the articles to those in current issues to realize the changed 
concept of internal auditing. Present literature dwells on auditing activities 
in areas such as materials control, traffic, advertising, sales and procurement. 
Direct savings and subsequent increased profits are mentioned more fre- 
quently. 


No one has the temerity to suggest that internal auditing is the panacea 
for all corporate problems. It does appear, however, that management 
recognition is more readily achieved. It is apparent that the further afield 
one ventures beyond payrolls, cash, bank accounts, accounting records, and 
operating departments the more attention is attracted to one’s efforts. Con- 
structive performance in the operational auditing field may well result in 
requests by management for assistance in other areas. The auditor may 
conceivably find himself a candidate for quite a few new assignments. 


Before discussing the most recent expansion in scope of our auditing 
responsibilities it will be necessary to provide some background information. 


Due to a combination of circumstances the amount of the company’s 
investment in customer accounts had increased disproportionately to ex- 
pansion in sales volume over a period of several years. For a prolonged 
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period the market price of our customers’ end product has been depressed. 
For part of this period, costs of production exceeded resale value. In short, 
some of our larger accounts were operating at a loss. 


The depletion in working capital of our customers was soon reflected in 
their accounts becoming delinquent. Top management decided each major 
account should be visited by a team of headquarters personnel. This team 
was composed of representatives from the Credit, Legal and Internal Audit- 
ing departments. Depending on the particular circumstances in each case, 
this nucleus would be augmented by sales and plant managers responsible 
for the area. 


These visits are made with the concurrence and cooperation of the cus- 
tomer, of course. Although a certain amount of apprehension was apparent 
in several cases when the original arrangements were made, it was dispelled 
by a frank explanation of the purpose of the visit. 


In a broad sense the objective of these trips is to safeguard the company’s 
assets. Although this has been accomplished in several instances by recom- 
mending liquidation of the account, it nevertheless resulted in minimizing a 
loss. In any event safeguarding assets is traditionally a responsibility of the 
internal auditor. This fact in itself justifies participating in these ventures. 

Although the initial assignments involved customers who were in ex- 
treme financial difficulties, it soon became apparent that these visits would 
be desirable as a management service on a continuing basis. Currently cus- 
tomers are visited when requests for increased lines of credit for large 
amounts are received. Several programs have developed to the point where 
periodic trips are being made to jointly review results, project operations 
and discuss short-range plans. 


The program followed by the team members is dependent, of course, on 
factors such as the organizational structure of the customer’s operation, 
financial condition, accounting system, and size. In general, however, re- 
sponsibilities have become fairly well defined. Organizations visited have 
varied from a proprietorship with a single entry bookkeeping system to 
empires composed of forty interrelated corporations, partnerships and 
proprietorships with different fiscal years. 








C. W. SCHEELE is manager of the Internal Auditing Division of the Ralston 
Purina Company. He attended Washington and St. Louis Universities and also 
studied through the International Accountants Society. After serving for five years 
as Captain in the Infantry during World War II, he returned to his internal auditing 
job. He is a past president of the St. Louis Chapter, a member of Tue Institut 
Research Committee, and has participated in the programs of numerous regional as 
well as international conferences. 
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Since the credit function can be considered the direct liaison between the 
customer and line management servicing the account, the credit manager 
must certainly be well versed on events as they transpire. He will, after 
all, live with the results of the action taken based on the eventual recom- 
mendation. 


The legal representative is a member of the team to review those cor- 
porate records which pertain to regulations requiring compliance. He ex- 
amines articles of incorporation, stock transfer records, minutes of directors’ 
meetings, by-laws, and corporate agreements. Deeds, contracts, title ab- 
stracts, leases and mortgages are reviewed. 


Suggestions are made to check with a local attorney those documents 
which are not properly written. Recommendations are made to obtain 
necessary papers when they are not in evidence and a potential problem due 
to their non-existence may one day present itself. Company interests are 
served by determining that our investment is legally safeguarded, of course. 


The internal auditor assigned to the team is expected to analyze the 
operating statements and accounting records to form an opinion as to the 
soundness of the operation. Adjustments eliminating inter-company accounts 
(in a multi-corporation operation), setting up realistic reserves, revaluing 
inventories and giving effect to intangible assets and liabilities frequently 
result in an eventual consolidation which reflects quite a changed balance 
sheet from the one developed by the customer’s accountant. Remember that 
our viewpoint is generally that of the major creditor. Our primary concern 
is the return of our investment. 


An opinion is formed as to the ability of the accountant and the ade- 
quacy of the records. Internal control measures in effect are reviewed and 
commented on. Suggestions to improve control are offered. Contingent assets 
and liabilities are discussed. Corporate records are examined, not from the 
viewpoint of legal authority, but rather as to how the various resolutions 
have affected the balance sheet when acted upon. Insurance coverage, and 
the insurance program in general, is analyzed and compared to asset valua- 
tions. 


An examination of the federal income tax returns for past years is 
made. Loss carry-forwards, refunds, additional assessments, clearing of 
last year’s tax return and the handling of capital gains are given special 
attention. One can learn a good deal about an individual or company by 
examining income tax returns. 
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If at all possible, we talk with the customer’s public accountant. In 
several instances we have been fortunate enough to have the CPA’s work- 
ing papers made available to us. 


Depreciation schedules are examined, along with a review of proposed 
capital expansion programs. 


Finally, if the situation warrants, we work with the customer in pro- 
jecting his operations forward. This activity becomes involved. Cash re- 
quirements, operating costs, sales volume, and expansion plans enter into 
this phase of the activity. In this area we are currently working with several 
customers on practically a month-by-month basis. 


On returning to headquarters, each of us writes a report covering his 
phase of the assignment. This report is directed to sales and financial execu 
tives, with copies to participating members of the team as well as to pro- 
duction people concerned. 


After the reports have been released and studied, a meeting is called 
and the assignment reviewed verbally, recommendations discussed, and the 
course of action decided. 


Results have varied from instigating bankruptcy proceedings to expan 
sion of operations. Some customers have curtailed their activities. In all 
cases the knowledge gained as the result of the visits has been substantial 
and has provided a sounder basis for working with the customer. 


Reaction to this type of program has been favorable, and it will probably 
be expanded. Customers not on the schedule have actually requested this 
service. Properly handled it can become a sales tool as well as financial 
control. Not allowing a customer to over-expand, consulting with him in 
regard to improved accounting and internal controls, pointing out weak 
nesses in complying with legal requirements, suggesting insurance and tax 
vulnerability—tthese are services which are salable. The coincidental benefit 
to our company in putting our customers on a sounder footing is certainly 
worth the effort. 


There may be some question as to whether this type of assignment 
should be given the internal auditor. It may be argued that this is a line 
function, and it may well be. In our organization, however, it is quite logi- 
cal that the internal auditor should be a member of this team. 
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SUPER BUSINESS MAN — THE INTERNAL 
AUDITOR* 


By C. S$. MARTIN 
Manager, North Western Division, Shell-Mex and B. P. Ltd. 





A division manager evaluates the services performed by the internal 
auditors of a large oil company. The author finds that checking figures is 
not enough: the auditor should know how the business is operating, and he 
should make constructive recommendation for improvements whether they 
be expansion of plant and equipment or elimination of functions no longer 
effective. In performing his function, the internal auditor is called on to 
use a high level of judgment and to come up with fortified recommendations. 


S a company we have had, ever since I can remember, an internal audit 

department, and management throughout the company has recognized 
over more than 30 years, the contribution which an internal audit makes to 
the success of a large enterprise. 

At the present time, our audit and accounts administration manager has 
a group of around a dozen auditors, who in teams of three to four visit 
divisions for periods of three to four months in each year. This, then, is 
the brief general picture of our audit organization, and it is in this setting 
that I propose now to express my personal views on what management ex- 
pects of its internal audit. 

The first point is that auditors perform at all times a service to manage- 
ment. They are not bloodhounds, terriers, security officers or, to use that 
war-time word, snoopers. They are men trusted and respected by all em 
ployees, management, staff and operatives alike. They are businessmen, with 
preferably an accounting background, trained to observe and be constructive 
in their approach to all the problems with which they deal. 

The internal auditor will deal with affairs as a businessman and not 
necessarily as a trained professional accountant would approach an 
audit. 


A LIFETIME SPENT IN CHECKING ? 

And now, having expounded upon the need of auditors to be super 
businessmen, how do I expect them to set about their jobs? Should they 
spend their life in checking—or ought the auditor to intersperse this activity 
with a more constructive study of how the business is run? 

Perhaps it may take the form of eliminating some internal procedure 
which, though it has become unnecessary, has still continued because no one 


* Presented at a Manchester Chapter meeting and reprinted with permission from 
Business, September 1960. 
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has thought of cancelling it. I know that such things do happen in the best 
organizations, and how important it is that there is an auditor around who 
observes what is unnecessary, which all others have failed to see, though 
they have lived with it for a long time. 

As a distributor of petroleum products we are, of course, dealing with 
a very wide range of commodities. Distillation and many other refinery 
processes create products as varied as liquid gases, aviation and motor 
spirits, domestic and industrial heating oils, lubricants and bitumen. Al- 
together there are several hundred grades to be distributed comprised in the 
products I have just mentioned. Aviation and motor fuels, both highly in- 
flammable and explosive under certain conditions, demand special pre- 
cautions and unless handled properly leakage in transit can be heavy and 
may involve us in a further loss of 2s. 6d. per gallon in customs duty. I 
have referred briefly to the risk of contamination and leakage to emphasize 
the importance of internal controls, physical as well as paper ones, to the 
success of our business. 

It is because of this that management expects internal audit to see that 
internal controls are correctly applied at all times, to draw attention to 
weaknesses in them, and, conversely, to point out if they appear to have 
become unnecessarily elaborate and cumbersome. 

I would now like to turn to capital expenditure, as I feel that this is 
another direction in which internal audit can make a valuable contribution, 
although I realize that this depends very much on the scope and nature of 
a business. 

With the marketing of oil, evidence of expansion is often visible in the 
increasing numbers and size of storage tanks at our depots and installations, 
and in the growth of the administrative office block and other facilities. I 
imagine, and hope, that the internal auditor, when he arrives at any of 
our premises, will observe that it has grown in size, or that there is con- 
structional work in progress. 

HE OFTEN MAY URGE EXPANSION 

[ also hope, and expect, that he will make it his business to find out the 
extent of the capital development, and in his own way measure up whether 
in his view it will fulfil all our requirements in the years ahead. Where, of 
course, the internal auditor sees no development is taking place, it would 
be pertinent to inquire what development is on the drawing board or 
whether some change is contemplated in our distribution pattern to obviate 
the need for further expansion. 

As a result of these inquiries the internal audit will not only be able 
to conduct its affairs with a full appreciation of the development in progress, 
but on occasion may well stimulate some further developments or modifica- 
tions as a result of their inquiries and observations. 
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Then again, within the office it may be apparent that we have not pro- 
vided an adequate number of telephones or other office equipment, and in 
this sphere of renting or capital spending the auditor can again be of great 
assistance. 

Internal audit's duty, amongst its many other functions, must be to see 
whether use is being made of the operational and statistical figures prepared 
by the local and Divisional offices, as obviously, it is no use producing a 
large volume of management accounting information for control purposes 
unless it is put to good use. 

In this field I believe internal auditors can help, because in their con- 
tact with supervisors and management they can bring out the advantages 
gained from a study of these figures. They can possibly draw attention to 
abnormal and undesirable increases in expenditure and indicate how this 
would have been apparent had statistical information been more closely 
examined. 

“REPS” LEARNED TO WORK BETTER 

Like so many other companies, we are constantly trying to improve our 
organization. Under one major reorganization, made in 1951, divisional 
offices were reduced from 18 to nine. At the same time each division was 
divided into a number of branch areas and a branch manager appointed to 
take full responsibility within his branch. He had between 20 and 30 sales 
representatives to deal with the sale of our various products, as well as an 
operations officer and real estate specialist. 

Under these arrangements the branch manager and his office became 
the focal point of all the company’s business in his branch area, and al- 
though it was originally never intended—and I am not quite sure how it 
all came about—the fact remains that in the passage of time everything 
where representatives were involved was directed to them via the branch 
office. 

The representatives themselves worked from home, but there were fre 
quent calls and visits paid by certain men to the branch office to deal with 
correspondence and the like, and to get guidance on their sales problems. 
Telephone communications and correspondence between the representatives 
and the branch, and the branch divisional office, built up to enormous pro- 
portions and consequently were very costly. 


Naturally the branch office, instead of being a control center only, was 
being choked by its use as a post office between representatives and the 
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specialist product managers and their staff in divisional office, and an in- 
crease in clerical staff at the branches became necessary. 

About two years ago the (sales administration) pattern was changed. 
Representatives continued to work from home, and the branch manager 
continued in his role of the man responsible for seeing that the company’s 
business was properly handled in his branch area, but he did this by ensuring 
that proper use was made of all the available specialists and services from 
the division without being himself directly involved. He became, in other 
words, much more a manager of men than a manager of products. 

Representatives deal directly with divisional office on product problems, 
and divisional office corresponds directly with the representatives. They 
charge the cost of their telephone calls and postages as part of their daily 
travelling expenses. The change has been most successful, but it is natural 
to inquire what it had cost, if anything, in terms of expensive long-distance 
calls instead of local ones, and additional postal charges. 

Our internal audit made a special investigation and by examining claims 
for travelling expenses, and extracting data, they were able to compare the 
current cost with previous expenditure on similar items. 

Inevitably, cases were found of exceptionally high telephone bills, but 
that is not the real point. Evidence was produced indicating that certain 
representatives were not standing on their own feet and managing their 
affairs as they ought. They had merely transferred from branch office to 
divisional office their practice of leaning on other people. This enabled, 
amongst other things, the branch manager to step in and give the 
requisite guidance to the representatives concerned on the way to handle 
their work, achieving thereby a better representative and a lower operating 
expenditure. 

It is this type of special exercise which, I feel, the Internal Audit 
can tackle probably better than anyone else, and it is a very practical 
demonstration of service to management. 

WHEN TO REPORT, WHEN TO ACT 

From the auditor’s point of view it must be extremely difficult at times 
to decide whether a particular feature is worthy of record in an audit re- 
port or whether it should simply be dealt with on the spot with the local 
manager, and recorded only in the working notes of the auditor. Here is 
a case for the auditor—the businessman—to use common sense and measure 
the degree of importance attaching to a particular aspect of the business. 
This is where knowledge of the business counts so much. 

My own expectation is that auditors should clear most of their detailed 
recommendations with local managers during their audjt, and their final 
report should be brief. 
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READINGS OF INTEREST 
TO INTERNAL AUDITORS 


INTERNAL AUDITING IN AUSTRALIA 
Research Committee, Australian Society of Accountants 
Published in The Australian Accountant, December 1960 


Increasing interest in internal auditing in Australia prompted the 
Victorian Division of the Australian Society of Accountants to ap- 
point a committee to study the subject as a research project. The first 
step was finding out, via a mail survey, which companies employed 
internal auditors. As a result of this preliminary survey 112 private 
organizations and 99 government or semi-government bodies were 
sent a more detailed questionnaire, for which the questionnaires used 
by Tue Institute in the 1951 and 1956 surveys served as guides. 


Covered in this report are the scope of internal auditing in Australia, 
status of the internal auditor, relationship of internal and external 
audit, recruiting and training of internal audit staff, internal audit 
methods and report, relationship of internal audit to procedures and 
methods, and a comparison of the position of internal auditing in 
Australia as revealed in this report with the Institute Statement of 
Responsibilities of the Internal Auditor. An appendix gives a sum- 
mary of replies to the questionnaire. 


DEVELOPING THE AUDIT STAFF 
F. W. Allaway, Reed Paper Group 
Published in The Accountant, February 25, 1961 
(2 Drapers Gardens, Throgmorton Avenue, London, E.C.2, 
England) 


One of the prime requisites in development of the audit staff is 
definition of the scope of the audit, which in turn enables selection of 
men with proper qualifications to perform the work. Obviously, the 
broader the scope of the audit, the higher the qualifications required. 
Juniors must be trained to assist the senior staff and given an oppor- 
tunity to learn many phases of the job. 

Professional experience is, the author feels, of great value in provid- 
ing men with a broader outlook for senior positions. Also of im- 
portance is knowledge of the areas subject to audit. All of the staff 
should be encouraged to further their knowledge through study and 
through such facilities as those offered by membership in Tue In- 
STITUTE OF INTERNAL AUDITORS. 


Other points the author has found helpful in development of the 
audit staff are circularization of interesting articles, regular staff 
meetings, and instruction given to juniors by seniors in auditing and 
accounting principles. In summary, development of a staff to cope 
with problems of modern business requires technical skill and ability 
rising from practical experience, but most important are the personal 
qualities which provide the real potential. 
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Readings of Interest 


COMPUTERS TANGLE WITH THE LAW 
Business Week 
Published in Business Week, April 8, 1961 
(330 West 42nd Street, New York 36, New York 


The use of computers is a subject of growing interest to lawyers as 
well as to businessmen. Turning over some decision-making powers 
to computers increases efficiency and accuracy—but who is responsible 
when through human error or machine error a wrong decision is 
made? When human beings handle entire transactions, errors occur 
but are generally caught at some stage. When machines handle the 
transactions with an essentially invisible record, errors can easily be 
repeated through many stages without detection. 


Some hypothetical cases are cited in this article as well as an actual 
one involving a bank’s use of magnetized checks and deposit slips. 
The computer used to record deposits could not detect forgery. Who 
would be responsible for claims resulting from an explosion at a com 
puter-run plant? What if an airplane crashed because a computer 
made a mistake in designing the wing? 

Although the situations posed in this article are hypothetical, they 
could happen and deserve the attention of businessmen as well as 
lawyers. 


THE ART OF COMMUNICATION 

Geoffrey Lesson 

Published in The Chartered Secretary, Apri! 1961 
(14, New Bridge Street, London, E.C.4, England 


Communication is an art. Finding the right word to express one’s 
exact meaning can be a slow and painstaking process—and a very 
necessary one. Even people with the same general background who 
went to the same school have different intellectual and emotional 
responses to words. Thus true communication can be almost im- 
possible. 


This article provides an interesting discussion of communication as 
such, of its history and various forms, of the need to eliminate 
voluminous correspondence on a subject by exact phrasing in the 
initial letter, and of the merits of oral versus written communications 


A subsequent article will discuss the practical aspects of communi- 
cation within a company. 


Subject: ETHICS FOR TODAY’S BUSINESS SOCIETY 
BY: 





Thomas G. Higgins, Arthur Young & Co. 
Published in The Controller, April 1961 
(Two Park Avenue, New York 16, New York) 
Morality, business ethics and conflict of interest have come in for 
increasing attention due to several cases that have arisen in the last 


year or so involving people in public life, on television and in business, 
particularly more recently with the government anti-trust cases. 
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How does a company protect itself? How does it satisfy its various 
publics? This article presents a discussion of several policies which 
might be adopted by any company and how they can be implemented. 
Included with this article is a discussion of a report issued by the 
Committee on Conflict of Interest of Controllers’ Institute of America. 


HIGHER ACCREDITATION FOR CPAs 

John L. Carey, American Institute of CPAs 

Published in The Journal of Accountancy, March 1961 
(270 Madison Avenue, New York 16, New York) 


This paper is another in a series prepared by the American Institute's 
Committee on long-range objectives. Public accounting is recognized 
as a profession, but not as a learned profession. The author feels that 
particularly as the scope of the CPAs’ work has enlarged, so has the 
need for accountants to broaden their range of knowledge. 

In the “learned professions,” such as medicine and law, practitioners 
are afforded the opportunity and are expected to continue their 
studies. Such is not the case in public accounting. Many CPAs do 
continue their education on their own initiative, but the profession 
neither requires nor officially recognizes such efforts. 

The committee on long-range objectives believes that the CPA needs 
a broader basic education and continuing education to meet the re- 
quirements of his expanding services to management. In line with 
this is a proposal for a system of higher accreditation “to provide an 
incentive for continued study, self improvement and professional de 
velopment by certified public accountants.” 

This article sets forth in some detail the committee’s recommendations 
for establishment of an Academy of Certified Public Accountants, 
standards of qualification and suggested tests of qualification 


ELECTRONIC DATA PROCESSING AND AUDITING 
Felix Kaufman, Lybrand, Ross Bros. and Montgomery 


A major requirement for successful solution of control problems in 
electronic data processing systems is an understanding of computers. 
This book describes computer systems from the viewpoint of thos« 
concerned with control and emphasizes the effect on control of elec 
tronic data processing characteristics. 
Subjects covered include the problem of control, nature of electronic 
data processing, planning for data processing, payroll and sales func- 
tion, accounts receivable, purchases and disbursements, the import 
ance of redundancy in reliability, reliability in movement of data 
effects on internal control, audit trail conditions, and the vocabulary 
of the computer. 
This book is designed both for those responsible for the installation 
of new systems and for those working with or adapting existing 
systems. The book topics are arranged for ready reference and should 
provide a useful guide to those interested in internal control and EDP 
The Ronald Press Co 
15 East 26th Street 
New York 10, N. Y 
210 pages. 50 illus 
Price $6.00. 
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Readings of Interest 


AUDITING UNDER AUTOMATION 
Morris A. Engelman, Bankers Trust Company 
Published in Auditgram, March 1961 

(38 South Dearborn Street, Chicago 3, Illinois 


The rapid developments in the field of automation have caused audi 
tors to think and rethink their approach to auditing of EDP. This 
article discusses the evolution of automation at Bankers Trust Com- 
pany from the first punched card installations to the present IBM 
7070 and 1400 in terms of the bank’s use of the equipment and the 
approach to auditing. 


The rethinking caused by installation of the newest equipment pro- 
duced the following decisions: systems decisions must not be divorced 
from operating accountability; there should be continuity of systems 
responsibility from design through installation; banking people should 
be taught specializations; staff departments should be brought in from 
the beginning to contribute know-how and help to evaluate the new 
systems. Following this, the bank decided to adopt a “project 
manager” approach. It was felt that the internal auditor should par- 
ticipate in the program as early as possible, and auditors are now 
being trained in various aspects of the electronic program—not to 
become programers or other specialists, but to more fully understand 
these functions. 


The auditor will be able to transfer some of his responsibility to the 
EDP system, but “he must acquire an understanding of electronic 
equipment and comprehend computer logic if he is to retain full 
stature in the field of auditing.” 


CURRENT APPLICATION OF DIRECT COSTING 
National Association of Accountants 


In 1953 N.A.A. published a report entitled Direct Costing which 
was primarily analytical, as few companies were then using direct 
costing. Since then interest in the subject has spread widely and 
prompted the organization to undertake this current study of the 
application of direct costing. 


This report is a summary of the experiences of fifty companies, which 
participated through depth interviews on how direct costing is used, 
why specific methods were chosen, and what the results have been. 
Researchers also attended seminars on the subject and made use of 
available literature. The managements interviewed generally felt that 
their experience with direct costing had been favorable. 


Topics covered include the nature of direct costing, separation of 
direct and period costs, applications in profit planning and as a guide 
to pricing decisions, role in cost control, direct costing in financial 
reports to management and in external financial reports, and the in- 
come tax status of direct costing. 


National Association of Accountants 
505 Park Avenue 

New York 22, New York 

109 pages. Price $2.00 
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WRITING REPORTS TO MANAGEMENT 
Milton B. Basson, Price Waterhouse & Co. 
Published in Cost and Management, March 1961 
(31 Walnut Street South, Hamilton, Ont., Canada 


Report writing is a subject of perennial interest to auditors. The 
report represents the sum of the auditor’s work; yet unless it is 
read and understood by management, its value is lost. 


This article sets forth many good principles to be followed in pre 
paring a report, including use of precise colorful English, treating the 
user's viewpoint as paramount, relating the report to the organiza 
tion, reflecting the extent to which control can be exercised, com- 
paring actual results with good performance, how to use and explain 
physical data, provision of explanations and interpretations, necessity 
for making a report timely, importance of not over-reporting, con- 
siderations in choosing the most effective form and manner of pre- 
sentation to gain understanding, acceptance and action, based on the 
reporting process. 


AUDITING PRINCIPLES: OBJECTIVES, PROCEDURES, WORKING 


PAPERS 
Howard F. Stettler, University of Kansas 


The first edition of Auditing Principles was published in 1956. Since 
that time there have been many developments in this field. This 
new edition incorporates changes to keep up with developments and 
new features to provide better coverage. One change of interest to 
internal auditors is the increased coverage of internal auditing to a 
full chapter on the subject, plus mention of internal auditors in 
various other sections of the book. Included in this chapter are actual 
excerpts from audit reports. 


Other new features are estimation and discovery sampling, auditing of 
electronically prepared records and new questions and problems 
from CPA examinations. The core chapters cover internal control, 
standards of statement presentation and audit objectives and pro- 
cedures. 

The book is presented from the practitioner’s view and though pre- 
pared as a text can serve as a practical guide to others 

Prentice Hall 

Englewood Cliffs, New Jersey 
747 pages. Price $11.35. 





Readings of Interest 


Subject: ADMINISTRATIVE CONTROL AND EXECUTIVE ACTION 
By: B. C. Lemke and James Don Edwards, Michigan State University 


The growing complexity of business has focused more attention on 
control and its various aspects. Over seventy readings have been 
compiled in this book to provide a varied source for study of these 
many-sided aspects of control. The subject is not treated as a separate 
management function but is interwoven with all facets of management. 


Main subjects are the elements of control, the major areas of adminis- 
trative control, methods and procedures of executive action, control 
and the accountant, and administrative control and the future. 


Articles have been chosen from a wide variety of sources and 
authorities and are illustrated with pertinent charts, tables, statistics 
and footnotes. 
Charles E. Merrill Books, Inc. 
1300 Alum Creek Drive 
Columbus 16, Ohio 
795 pages. 


Subject: BUDGETS AND HOME OFFICE EXPENSES 
By: Robert M. Tracy, National Life Insurance Company 
Published in The Controller, March 1961 
(2 Park Avenue, New York 16, New York) 


Rising costs are a particular problem to insurance companies, which 
have a fixed premium income. Yet during the last ten years, while the 
over-all cost of living in the United States rose 22%, the ratio of 
operating expense to income in life insurance companies rose less 


than 5%. 


This article describes what one medium-sized life insurance company 
did to decrease costs through budgetary control. The author dis- 
cusses the steps involved in preparation of the budget, including 
studies made to determine validity of costs. As a result of these 
studies, many economies were effected in such diverse areas as ad- 
vertising, purchasing, real estate and insurance. 

The feeling at National Life Insurance Company is that “the expense 
budget, even with its shortcomings, has been a useful tool of manage- 
ment over the ten-year period.” 














EMPLOYMENT SECTION 


This employment section is offered as a service to members and 
others who may be seeking employees or who may be interested 
in new employment. All replies should be addressed to the 
advertiser—if name is given—or addressed to The Institute 
of Internal Auditors, 120 Wall Street, New York 5, N. Y., with 
reference to the Box “E” number. Space rate upon request. 





POSITION WANTED 


Staff assistant to controller with twenty-five years of 
public accounting, internal auditing, and systems ex- 
perience desires position as a staff assistant or chief 
auditor. Will consider relocation but desire minimum 
travel. Box E-202. 





AUDITOR 


National company with sales in excess of $100,000,000 
needs a qualified man for position of auditor on its in- 
ternal audit staff. Requirements: College degree, with 
major in Accounting, Industrial Management or General 
Business ; ability to communicate effectively, both orally 
and in writing; broad geographical domestic travel re- 
quired. Experience : Approximately two years industrial 
auditing, public accounting or industrial accounting. 
State salary requirements and send resume to Box 


E-203. 








CHIEF INTERNAL AUDITOR 


Immediate need for a man with several years experience 
in a large heavy-manufacturing company. Knowledge of 
Defense Contracting desirable. CPA or equivalent plus 
degree. Salary $10,000 to $13,000. All qualified appli- 
cants will receive consideration for employment without 
regard to race, creed, color or national origin. If qualified 
please send experience resume to Box E-204. 








76 





























Collections of Conference Papers 








Eighteenth Annual Conference—5 papers Price $1.50 
OPERATIONS AUDITING 

Seventeenth Annual Conf 5 papers Price $1.50 
EARNING OUR OPPORTUNITIES 

Sixteenth Annual Conference—6 papers Price $1.50 
PROMOTING PROFESSIONAL PROGRESS 

Fifteenth Annual Conference—8 papers Price $1.50 
INTERNAL AUDITING FOR PROFIT 

Fourteenth Annual Conference—7 papers Price $1.50 

Transfer Binders — for The Internal Auditor 
Box Binder to Hold Eight Issues (two years) Price $3.00 


A circular describing Institute publications will be sent upon request. Orders should be 
sent to: THE INSTITUTE OF INTERNAL AUDITORS, !20 Wall Street, New York 5, N. Y. 





Other Publications on Internal Auditing 
(Write to publisher for further information) 


INDUSTRIAL INTERNAL AUDITING 
by W. A. WALKER and W. R. DAVIES 


McGraw-Hill Company—330 W. 42nd Street, New York 18, N. Y. 


BASIC INTERNAL AUDITING 
by JOHN B. THURSTON 
International Textbook Comp Scranton, Pa. 





INTERNAL CONTROL STANDARDS AND RELATED AUDITING PROCEDURES 
by WALTER H. KAMP and JAMES A. CASHIN 
Brock and Wallston—39 Atlantic Street, Stamford, Conn. 


INTERNAL AUDITING 
by VICTOR Z. BRINK and JAMES A. CASHIN 
Ronald Press—15 E. 26th Street, New York 10, N. Y. 


INTERNAL AUDITING 
by W. W. BIGG and J. O. DAVIES 
ee Oe ee ee en tees 





























Publications of THE INSTITUTE OF INTERNAL AUDITORS 





INTERNAL CONTROL AGAINST FRAUD AND WASTE 
by BRADFORD CADMUS ond ARTHUR J. E. CHILD 
Prentice-Holl—Englewood Cliffs, N. J. 


INTERNAL AUDITING IN INDUSTRY 
Edited by VICTOR Z. BRINK and BRADFORD CADMUS 


INTERNAL AUDITING, PHILOSOPHY AND PRACTICE 
Edited by CHARLES J. FUE 
Brock and Wallston—39 Atlantic Street, Stamford, Conn. 


CASE PROBLEMS IN INTERNAL AUDITING AND CONTROL 
by THE INSTITUTE OF INTERNAL AUDITORS 
Prentice-Hall—Englewood Cliffs, N. J. 


BIBLIOGRAPHY OF INTERNAL AUDITING (to 1955) 
Listings by subject ond author 


BIBLIOGRAPHY — SUPPLEMENT NO. 1 (1956-1959) 


INSTRUCTOR'S MANUAL FOR A COLLEGE COURSE 
IN INTERNAL AUDITING 


CAPSULE COURSE IN INTERNAL AUDITING 
STATEMENT OF RESPONSIBILITIES OF THE INTERNAL AUDITOR 


THE FIELD OF INTERNAL AUDITING 





Research Reporis 


INTERNAL AUDIT OF INSURANCE PROGRAMS Price $1.00 


INTERNAL AUDIT AND CONTROL OF SCRAP, SALYAGE AND SURPLUS 
MATERIALS Price $1.00 


INTERNAL AUDIT AND CONTROL OF FACILITIES Price $1.00 
INTERNAL AUDITING IN 1957 Price $1.00 
INTERNAL AUDIT AND CONTROL OF A TRAFFIC DEPARTMENT Price $1.00 
HOW THE SMALLER BUSINESS UTILIZES INTERNAL AUDITING FUNCTIONS Price $1.00 
INTERNAL AUDIT AND CONTROL OF PAYROLL AND ACCOUNTS PAYABLE Price $1.00 
INTERNAL AUDITING AND ELECTRONIC DATA-PROCESSING MACHINES Price $ .50 


INTERNAL AUDIT AND CONTROL OF A PURCHASING DEPARTMENT Price $1.00 























